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When the March 15 deadline is past, 
our tax men can return to the reading 
of articles dealing with tax problems 
which might come up any time during 
the year, such as those highlighted in 
A. T. Tebbens’ “Refund Possibilities 
Under the Revenue Act of 1951” in the 
Aptiisewe. * * = FSS 88s 


Every now and then a legal journal 
of small circulation carries an article 
which deserves to be read by a wider 
audience. When we discover such 
articles, we eagerly seek permission to 
use them. Such a find is an article by 
J. Walter Feigenbaum, an attorney in 
the claims division in the office of chief 
counsel, dealing with federal tax liens 
in bankruptcy, the tax return liabili- Editor 
ties of the liquidating trustee and other oe ee 
ashington Editor 
aspects of the federal tax laws as they Lyman L. Long 


impinge upon the law of bankruptcy. deums * Gateae 


— — h » + i Circulation Manager 
xecognizing that many American M. S. Hixson 


citizens have world-wide interests, the 
next issue will contain articles dealing 
with international tax problems also. 
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FEDERAL WE HAVE HEARD of the barefoot shoemaker, 
TAXES the doctor whose children are continually sick and now the attor- 
ney who prepares income tax returns for others but fails to file 
his own... wilful neglect says the Tax Court.—Johnson, CCH 
Dec. 18,741(M), 11 TCM 31. 





Earnincs retained to pay for equipment 
which had been ordered and which had been unobtainable during 
the war years are not funds subject to Section 102 taxation.— 
Little Rock Towel and Linen Supply Company, CCH Dec. 18,742 
(M), 11 TCM 36. 





S ALESMEN’S AUTOMOBILES, furnished by 
the company, were depreciable over three and one-half years of 
useful life. Each automobile was treated separately, and when 
the automobile was sold, whatever it would bring was applied 
to the undepreciated cost of that particular automobile and any 
excess was reported as income. This procedure was not exactly 
in accord with the Commissioner’s Bulletin F on depreciation 

. . since the taxpayer returned the excess of the amount re- 
ceived as his ordinary income, he received no ultimate tax benefit. 


—Holmes-Darst Coal Corporation, CCH Dec. 18,778(M), 11 TCM 
122. 





Home is where the job is, even though one half 
of the working time was spent there—Johnson, CCH Dec. 18,770, 
17 TC —, No. 152. 





REASONABLENESS of compensation is al- 
Ways a question of fact depending upon each individual company. 
Salaries paid executive officers under a contract between them- 
selves and the corporation in which they own all the voting stock 
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will always be subject to very close scrutiny. The Commissioner 
cannot always simply disallow a portion that in his opinion is 
unreasonable without attempting to determine what is reason- 
able for each individual involved. In this case the Commission- 
er’s determination was a gross amount which he thought was 
justified, and the Commissioner said that this kind of business 
required no skill and knowledge and that the operations were 
simple in character. The Tax Court disagreed, pointing out that 
the officers had brought their company from a very small begin- 
ning to its present place as the leading manufacturer in the 
particular territory and that this could not have been done with- 
out “an exceedingly high degree of knowledge of the technical 
side of the business and usual executive’s ability in management” 

. . the salaries were allowed. “Such ability and success are 
entitled to recognition in payment for services.”—Madison Silo 
Company, CCH Dec. 18,763(M), 11 TCM 82. 


nent Tue CASE of the phantom employee—its moral 
ring is that somebody must pay the income tax. A mother and son 
n.— were interested in a corporation. The mother owned almost 90 
742 per cent of the stock. With the approval of all concerned, the 
corporation made payments to a married daughter of the chief 
stockholder and the sister of the stockholder’s son. The payments 
ites were made with the consent of all persons involved and because 
al it was the best solution to some undisclosed family problem. 
aus The sister (recipient) failed to report this amount as income 
— and the chief stockholder did likewise. The corporation took no 
ann deduction for that amount paid. Somebody owed the tax, and 
ctly this is the way the Tax Court solved the problem: The chief 
alae stockholder (the mother) approved the appropriation of the cor- 
- re- porate funds for the use and benefit of her daughter which, in 
efit. effect, amounted to a direction that such an appropriation be 
‘CM | made because she controlled the corporation. Consequently, the 
chief stockholder enjoyed the use of the money by authorizing 
that her daughter be paid. Her enjoyment (sic) was the same as 
if she had given the sum directly to her daughter out of her own 
pocket . . . the amount given to the daughter was added to the 
income of her mother, the chief stockholder.—Lasker, CCH Dec. 
18,749(M), 11 TCM 50. 


Expenses which are incurred every few years 
for the tuck pointing on a building are not a capital expenditure 
but an ordinary expense. The tuck pointing doesn’t increase the 
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value of the building substantially—it merely restores an asset 
to a useful state—Thurner, CCH Dec. 18,745(M), 11 TCM 42. 


Another issue in this case points out the neces- 
sity for real estate dealers clearly to distinguish on their records 
between property held for investment and property held for sale 
in the ordinary course of business. 


INTANGIBLE drilling and development costs 
of natural resources are not deductible under amortization of 
emergency facility provisions. If Congress had intended to in- 
clude such costs under the amortization section, it would have 
excluded such items under Sections 23(m) and 23(1) (deprecia- 
tion and depletion). There was a World War I case—Corona Coal 
Company v. U. S., 21 F. (2d) 489—which held that the costs of 
opening two shafts in a coal mine were deductible under the 
amortization section of the Revenue Act of 1918. There is suffi- 
cient difference, however, between the language of the 1918 act 
and the 1940 act to make the Corona decision inapplicable— 
Arkansas-Oklahoma Gas Company, CCH Dec. 18,748, 17 TC—, 
No. 145. 


Drrecrors’ FEES are earnings from self-em- 
ployment; royalties from gas wells are not.. 


ALL INCOME TAXES accruing during the 12- 
month period commencing with the close of the last taxable year 
prior to a serviceman’s death are forgiven, whether those taxes 
are assessed against the deceased or his estate —Bickerstaff, 52-1 
ustc § 9186 (DC Ga.) 


An ENFORCEABLE OPTION to purchase 
closely held stock, entered into between a decedent and his son 
as sole stockholders, had the effect of reducing the value of the 
stock to zero for estate tax purposes. The father and son agreed 
that neither would dispose of any of the stock without offering it 
to the other at a stated price per share. However, the son per- 
sonally guaranteed outstanding loans at a bank, and the option 
price of the stock was to be reduced by a percentage of the 
indebtedness due the bank. Upon the death of the father, the 
amount owed the bank was greater than the cost of exercising 
the option when the agreed percentage reduction was applied 
... the judge says that if this leaves a loophole, legislative action 
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will have to close it, because with the option outstanding, no one 
would purchase the stock of the decedent, at its value unrestricted 
by the option, when it was subject to call by the son at zero.— 
May v. McGowan, 52-1 ustc J 10,839 (CA-2). 


Lire insurance-annuity combinations—a policy 
of life insurance was held to be property, an investment rather 
than insurance, so that the proceeds of the contract were in- 
cludible in the estate of the decedents as the subject of a transfer 
with income retained. The decedent had purchased a single- 
premium annuity and also a single-premium life insurance policy 
which would not have been issued if he had not also purchased 
the annuity. He retained no incidents of ownership and had none 
at his death. This case, Conway v. Glenn, 52-1 ustc { 10,838 © 
(CA-6), is in conflict with Bohnen v. Harrison, 51-2 ustc J 10,828. 
Other cases in point are Helvering v. LeGierse, 41-1 ustc J 10,029, 
312 U. S. 531, and Burr v. Commissioner, 46-2 ustc J 10,503, 156 
F. (2d) 871. 


CHRISTMAS expense for customers disallowed. 
Even proof that amounts were spent for Christmas presents does 
not necessarily prove them to be a business expense.—Melton, 


CCH Dec. 18,781(M), 11 TCM 133. 


= 

STATE SALES AND USE TAXES—-some 
new developments—Alabama issues new regulations . . . Ten- 
nessee revises its regulations . . . Ohio will collect sales tax 
from advertising materials, such as mats, engravings, etchings 
and halftones, furnished without charge to newspaper publishers 


for incidental use in advertisements . . . Rhode Island exempts 
eyeglasses from sales and use tax . . . Arkansas exempts cattle 
brought into the state for feeding and resale . . . Florida taxes 


housing-unit rentals of a housing project within the bounds of an 
airforce base although the land had been conveyed tax free by 
the state to the federal government; the corporation that erected 
and now operates the housing unit is liable for the sales tax on 
the rentals . . . Georgia exempts the American Red Cross from 
sales and use tax as an instrumentality of the federal government 
. .. Indiana exempts state purchases mailed out of state, and 
an Indiana court rules that altering dresses, laying floor covers 
and making up custom-made draperies are retail sales; don’t 
use the higher service charge tax rate ... Michigan warns 
wholesalers to keep adequate records of exempt transactions, 
rules that a radio Bible class is not an exempt “house of religious 
worship” and exempts certain royalty payments. 
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HE timeliness of Mr. Dockery’s article, 

which follows, prompts us to depart 
from the usual subjects which are discussed 
in this column and devote the entire depart- 
ment to this article discussing the proposed 
plan to reorganize the collector’s districts. 
The proposed reorganization of the Bureau 
of Internal Revenue, with the abolition of 
the office of collectors of internal revenue, 
was transmitted to Congress January 14, 
1952, and it becomes law in 60 days unless 
disapproved by one of the houses of Con- 
gress. The effects of the reorganization on 
the rights of a taxpayer to sue in the federal 
district courts are seriously affected, be- 
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The Right to Sue Under the Proposed Reorganization 


Reorganization 


of Internal Revenue Bureau 





cause the proposal would terminate, for 
practical purposes, the right to sue in such 
courts for taxes and the right to a jury 
trial. 


The first part of Mr. Dockery’s article 
was written before officials of the Bureau 
testified that the plan would make no differ- 
ence as to the taxpayer’s rights in the dis- 
trict courts. After a thorough investigation 
of their testimony, the author believes that 
certain rights of the taxpayer are still in 
jeopardy, and the last part of his article 
presses his case in the face of the Bureau 
testimony. 


of the Bureau of Internal Revenue 


By PLATT W. DOCKERY, Attorney, Grand Rapids, Michigan 


RESIDENT Truman’s apparently hastily 

conceived proposal to abolish the office 
of the collector of internal revenue, which 
will come into effect unless disapproved by 
Congress, promises, in the absence of re- 
medial legislation, either to open a Pandora’s 
box of litigation or possibly to reraove, or 
seriously limit, the right of the taxpayer to 
try his tax cases in the district courts. 





1In western Michigan, for example, the 
United States District Court for the Western 
District of Michigan has jurisdiction to try all 
tax cases arising in that state. If the tax is 
under $10,000, suits against the United States 
can be brought there without any trouble. If 
the collector is sued, however, for any amount, 
he has the right to be tried in his own district 
(venue). As a practical matter, this right to 
change to the eastern district is seldom invoked 
unless a jury is demanded. 

The Tax Court almost always holds its ses- 
sions in Detroit, so that taxpayer and counsel 
have to carry their usually voluminous files 
there to try the case. There is one notable 
exception: Judge Harron held one session in 
Grand Rapids, at which time she mothered the 





Lawyers have many reasons for prefer- 
ring the district court as a trial tribunal 
rather than either the Court of Claims or 
the Tax Court. Some, but by no means all, 
of such reasons are: convenience; ’* familiar- 
ity with rules and procedure; the district 
court’s stricter regard for rules of evidence; 
the district court’s clearer appellate pro- 
cedure;” more emphasis upon the witness 


Tower. doctrine (Tower, CCH Dec. 13,792, 3 TC 
396 (1944), rev’d 45-1 ustc {| 9246, 148 F. (2d) 388 
(CCA-6), aff’d 46-1 ustc § 9189, 327 U. S. 280). 

In effect, therefore, the local district court is 
a far more convenient tribunal for lawyers in 
western Michigan. If the peculiar quirks of 
venue in a suit against the collector were modi- 
fied (it would work no harm to the government, 
since such suits are tried by a Washington 
lawyer from the tax division of the Justice De- 
partment), it would be even better. The effect 
of the present venue rule in the proposed re- 
organization of the Bureau is discussed in the 
article. 

2 Despite statutory language to the contrary, 
there is a suspicion that some vestiges of the 
old Dobson rule (Dobson v. Commissioner, 44-1 
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than the written record;* the right to a 
jury;* and, perhaps most important, the 
feeling that the case is being tried by a 
judge with broad experience rather than a 
tax specialist alone. 


In the opinion of the author this last 
reason is an important element. The Tax 
Court judges, seeing only one type of case 
and becoming expert in only one line, seem 
apt to lose sight of the forest for the trees. 
What judge other than a specialist would 
have tried to establish the doctrine that a 
partnership could be both good and bad or 
legally effective and ineffective at the same 
time,” or that admittedly identical facts 
could lead to diametrically opposite legal 
consequences.° 


Aside from this seemingly well-founded 
preference for the district court as a tax 
tribunal, limitation on the taxpayer’s right 
to sue in the district court would work 
serious hardship, because the Tax Court has 
jurisdiction over only income, estate and 
gift taxes. Other miscellaneous taxes, such 
as excise taxes for instance, are beyond its 
jurisdiction, so that in many instances the 
taxpayer would be relegated to a suit in the 
Court of Claims. 


Suits in the district court can be against 
the collector personally for any amount or 
against the United States for an amount up 


to $10,000, unless the collector is dead or 
‘is not in office as Collector of Internal 
Revenue,” in which latter case suit can be 
brought against the United States for any 
amount.’ In such a situation the district 
court technically sits as a court of claims. 
Only in a suit against the collector is a jury 
trial possible. This is so because such a suit 
in theory is against the collector personally 
(until a certificate of probable cause is is- 
sued by the trial judge), and as such, when 
the sovereign is not involved, either party 
may demand a jury trial. 


As lawyers in some nine states know, 
venue in a suit against the collector lies in 
the collector’s official residence; venue in 
suits against the United States in the dis- 
trict court lies in the taxpayer’s own resi- 
dence. The question arises in these nine 
states, because in them the judicial and the 
collection districts do not coincide.’ If the 
proposed reorganization goes through, it 
seems likely that all lawyers may have oc- 
casion to become familiar with the problems 
of venue that the rule engenders. 


We have, obviously, three or perhaps four 
types of cases which will confront us in 


’ suits in the district court upon the abolition 


of the office of collector of internal revenue: 


(1) Suits already begun—If the suit is 
against the United States there will be no 





(Footnote 2 continued) 

ustc J 9193, 321 U. S. 231) still exist on appeals 
from the Tax Court. The circuit courts are at 
least thoroughly aware that the Supreme Court 
is prone to shift its load of tax cases by reliance 
on the Tax Court when it can do so. It is per- 
haps too much to expect them not to treat the 
Tax Court cases with considerable tenderness, 
even though the Dobson rule itself has been 
repealed. On appeals from a district court, 
however, we know much more clearly where we 
stand. 

* The Tax Court had its origin as an admin- 
istrative tribunal and still carries today in its 
procedure the reliance upon the written record 
rather than upon the witness himself. Non-Tax 
Court lawyers know the tremendous difference 
that such a practice can make, particularly 
when the issue turns on a disputed question of 
fact. The Court of Claims can be even worse’ 
in this respect. 

‘The author discussed this, in regard to the 
effect of Code Section 3772(e) where credit was 
specifically deemed payment for purposes of a 
suit for refund, in “Suing the Collector,’? TAxES 
—The Tax Magazine, February, 1950, page 139. 
Subsidiary effects of this statute were discussed 
in a later issue of that magazine. The main ef- 
fect of the statute was, however, exactly what 
was intended by it—to prevent the Commis- 
Sioner’s credit of an overassessment against a 
deficiency from stopping a taxpayer from suing 
the collector. 

5 Commissioner v. Tower, cited at footnote 1. 

° Talbot Mills, CCH Dec. 13,691, 3 TC 95 
(1944), aff'd 45-1 ustc { 9122, 146 F. (2d) 809 
(CCA-1), aff'd 46-1 ustc { 9133, 326 U. S. 521; 
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John Kelley Company, CCH Dec. 12,931, 1 TC 
457 (1943), rev’d 45-1 ustc § 9117, 146 F. (2d) 
466 (CCA-7), rev’d (CCA), 46-1 ustc { 9133, 326 
U. S. 521. The Tax Court decisions were af- 
firmed by the Supreme Court in one decision. 
The facts were practically identical, but the 
legal consequences in the Tax Court and in the 
United States Supreme Court were diametrically 
opposed. The rationalizations of the Supreme 
Court seem to constitute a doctrine of adminis- 
trative finality under which decisions of ‘‘ex- 
pert’’ administrative agencies are held largely 
sacrosanct. It would appear that the tradi- 
tional basic concept of a legal system as one 
where identical legal results flow from undis- 
tinguishable facts did not appeal to the justices 
of the Supreme Court as much as the doctrine 
which promised to ‘‘rescue’’ them from a spate 
of tax litigation. See Dobson v. Commissioner, 
cited at footnote 2; Eisenstein, ‘‘Some Icono- 
clastic Reflections on Tax Administration,’’ 
Harvard Law Review, April, 1945, pages 477, 
540; Paul, ‘‘Dobson v. Commissioner; the 
Strange Ways of Law and Fact,’’ Harvard Law 
Review, July, 1944, pages 753, 786, footnote 145. 
The statutory overruling of the Dobson rule is 
certainly evidence of that legislative displeasure 
mentioned by Mr. Paul. 

728 USCA 1346(a). 

8 Michigan, for example, has one collection 
district and one collector of internal revenue. 
It has two judicial districts, the eastern and the 
western. Suits against the collector have their 
venue in his official residence, Detroit. While 
the western district court has jurisdiction over 
suits against the collector, he has the right to 
remove such suits to his own district. 
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problem if it has been begun against the 
collector, and if a demand for a jury has 
been filed, there should not be too serious 
a problem if there is no substitution of the 
defendant. 


(2) Suits begun but no demand for jury.— 
A variant of the above is where suit has 
been begun but no demand for a jury has 
been made before the office of collector is 
abolished. Technically, it would seem that 
since the suit is still between individuals 
and the United States takes only an indi- 
rect interest, a demand for a jury could be 
made at any time. To be safe, of course, all 
demands should be filed before the reor- 
ganization goes into effect. 


(3) Suits where taxes have been paid to 
collector but suits not begun until collector is 
out of office—This will be a difficult prob- 
lem. Since the taxes have been paid, the 
Tax Court is, of course, out of the picture. 
It is debatable whether a suit for over 
$10,000 against the United States could lie 
under the language of the statute:® “if the 
collector of internal revenue by whom such 
tax, penalty or sum was collected is dead or 
is not in office as collector of internal rev- 
enue when such action is commenced.” 
Likewise, it is questionable whether a col- 
lector not in office can be personally sued 
under such a set of facts. We must re- 
member that this right to sue the collector 
has derived from judicial history and is, 
today, under constant attack as an out- 
moded fiction. The Supreme Court, in its 
present temper, might take this as an excuse 
to abolish what has admittedly become a 
fiction, kept alive for practical purposes. 


(4) Suits on taxes paid to new “super- 
collector.”—If the office of collector is abol- 
ished, the payment cannot be made to such 
collector. As a consequence, it is doubtful 
whether any suit for over $10,000 in taxes 
could be brought against the United States 
in the district court. As to suits against 
the super-collector personally, the courts 
would have to establish the same fiction as 
to him as they have established in the past 
against collectors. Such fiction was estab- 
lished to give the taxpayer the right to 
argue the validity of a tax. It seems rather 
dangerous to rely upon the Supreme Court 
now to establish a new fiction. At any 
rate, if such a course is tried, it seems im- 
perative that full formalities be complied 
with. Payment should be made under pro- 
test so as to establish in full the old rule 


® See footnote 7. 

1° Perhaps the best test of the common sense 
of a rule of law lies in framing it as a charge 
to a jury. Too often a rule of law which sounds 
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of warning an agent not to pay over to his 
principal. Reliance upon Code Section 
3772 (b) should not be made despite its 
express language. 

Even if such suit were permitted by the 
courts, venue would become very important. 
Suit against the super-collector would have 
to be brought in his home district. In 
Michigan that might be Cleveland; in 
Oregon, San Francisco; in Indiana, Chicago. 
The inconveniences of this are manifest. 


The Secretary of the Treasury has im- 
plied that the change would not affect the 
functioning of the Bureau. Inasmuch as 
the problems raised are mostly jurisdic- 
tional, no pronouncements by the Secretary 
can supply necessary jurisdictional deficien- 
cies and no consent to be sued would be 
effective if the courts did not have the 
power to entertain the suit. 


It seems clear that the ramifications of 
the proposed reorganization, insofar as it 
affects the right to sue in the district court, 
are very complex. Personally, the author 
feels that the right to jury trial is essential 
in tax cases today. There seems little 
reason why a government should be afraid 
to trust the trial of its cases to a jury of its 
citizens, unless the tax law is becoming too 
esoteric. Conversely, from the point of 
view of the individual, a jury has always 
been the bulwark of the private citizen 
against overreaching on the part of the ex- 
ecutive or the legislative branches. The 
independence of the judiciary under our 
system has been strongly fortified by the 
right to trial by a jury of one’s peers. 
Traditionally, of course, this protection was 
important in criminal matters. With taxes 
what they are today, the power to tax is 
the power to destroy, and the protection of 
a trial by jury is as necessary in the tax field 
as in the field of criminal law. The increas- 
ing importance of taxes and the increasing 
tendency of the Bureau to bureaucratic 
autocracy make it vital to preserve the pro- 
tection of the right to jury trial. Such right 


“is the ultimate protection of the individual 


against the tax law becoming too far re- 
moved from common sense.” 


The proposed reorganization will become 
law unless blocked by Congress. Re- 
medial legislation is always easier to secure 
before than after the damage is done. It 
seems imperative, therefore, that this re- 
organization, regardless of whatever in- 

(Continued on page 223) 
not unreasonable when couched in legal terms, 


sounds foolish when brought down to layman’s 
language. 
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| for the Individual Dice 


By LOUIS L. MELDMAN 


FILING OF INCOME TAX RETURNS 
Who Must File 


(1) Every citizen or resident of the United 
States (including minors) having a gross 
income of $600 or more must file a return. 

(2) Every corporation not expressly ex- 
empt must file a return. 


(3) Every partnership must file a return. 
However, a partnership is not taxable as an 
entity. Therefore, the return is only an 
information return. 


(4) A fiduciary return must be filed when 
the gross income of an estate is $600 or 
over, or when a trust has a net income of 
$100 or more for a year or a gross income of 
$600 or over. 


When 


(1) Returns must be filed on or before the 
fifteenth day of the third month following 
the close of the year. For example, returns 
for calendar years, those ending on De- 
cember 31, must be filed on or before March 


15; returns for fiscal years ending, say,, 


March 31, are due on or before June 15. 
(2) Returns must be filed prior to the 
expiration of a period of extension; exten- 
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ALTHOUGH IN OUTLINE FORM, THIS ARTICLE INCLUDES 
CASE CITATIONS AND EXAMPLES WHERE NEEDED TO EX- 
PLAIN OR GIVE BACKGROUND FOR THE POINT INVOLVED 


sion is granted in most cases. Corporations 
must file tentative returns with their tax 
payment unless no tax is due. A tentative 
return is not a tax return. If no further 
return is filed, the taxpayer is subject to a 
penalty even if the tax was paid. Usual 
extensions are for 30 days and cannot ex- 
ceed six months. In Mim. 6742 (published 
on December 26, 1951), however, the Com- 
missioner states that extensions will now be 
granted for 90 days in the first instance. 


(3) Fiduciary returns are due three months 
and 15 days after the end of the year. 


Amended 


(1) An amended return may be filed 
within the time allowed for the filing of 
the original return. The amended return 
takes the place of the original return. 


(2) If filed after the due date, an amended 
return has no legal effect. 


(3) If fraud is suspected, do not file an 
amended return. 


(a) In Harry Sherin, CCH Dec. 17,137, 
13 TC 221 (1949), after OPA proceedings, 
the taxpayer filed an amended tax return 
and paid tax. It was held that the amended 
return did not eliminate fraud. 
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(b) If an amended return is filed, it may 
result in extending the statute of limitations 
on criminal prosecution. 

(c) In Wilson, CCH Dec. 15,287, 7 TC 
395 (1946), the penalty was asserted on the 
difference between the original return and 
the final tax. For example: 


1940 return, $2,000 tax. 
1941 amended return, $2,500; total tax, 
$4,500. 


1942 final tax on audit, $7,500 or an added 
$3,000. 


Penalty of 50 per cent on $5,500. 


Payment 


(1) Payment is made by individuals on 
withholdings or estimates. 

(2) Payment is made on decedent’s es- 
tate with the return or in four installments. 


(3) Corporations pay the tax due in the 
following installments: 1951—35, 35, 15 and 
15 per cent; 1952—40, 40, 10 and 10 per 
cent; 1953—45, 45, 5 and 5 per cent; 1954 
and later—50 and 50 per cent. 


ACCOUNTING METHODS 


Reflection of Income in Records 


The taxpayer’s records must clearly re- 
flect the income for the year. 


(1) If the taxpayer’s books are inade- 
quate, the Commissioner may use his own 
method. The net-worth method is often 
used. (Louis Halle, CCH Dec. 15,243, 7 TC 
245 (1946), affirmed 49-1 ustc 79295, 175 
F. (2d) 500 (CA-2), certiorari denied 338 
VU. S. 949.) 

(2) The net-worth statement should be 
given only if the case can be settled; if 
prosecution is contemplated, do not give 
the net-worth statement. Starting cash on 
net worth is a big question, and the gov- 


Mr. Meldman is an attorney and 
certified public accountant, Milwaukee, Wisconsin 


ernment is skeptical. (See H. L. Roberts, 
CCH Dec. 17,599(M), 9 TCM 318 (1950), 
where the court held that the taxpayer had 
$62,000 in cash in 1939.) An adequate ex- 
planation must be given, for example, old- 
size dollar bills. Before submitting net 
worth, check whether statements were ever 
given to banks or creditors. (Introduced in 
evidence in U. S. v. Potson, 49-1 ustc § 9119, 
171 F. (2d) 495 (CA-7).) 


Retention of Records 


Records should be retained for at least 
ten years. The government generally checks 
back for three years. However, if there 
is an understatement of 25 per cent, records 
for five years back are checked. In fraud 
cases, the checking goes back indefinitely. 
If possible, retain your records forever. 


Period 


(1) Income, by its nature, is a flow of 
property and is measured between the be- 
ginning and end of the “taxable year.” 


(2) There are two types of taxable years, 
the calendar year and the fiscal year, which 
Code Section 48 (b) defines as a period of 
12 months ending on the last day of a month 
other than December. Unless specifically 
designated, the taxpayer is considered to be 
on a calendar basis. In order to change 
from a calendar to a fiscal-year basis, or 
vice versa, the taxpayer must give notice 
of such change to the Commissioner 60 days 
before the end of the year. The first taxable 
year requires no notice. 


(3) Each year is separate and distinct. 
(Commissioner v. Switlik, 50-2 ustc J 9446, 
184 F. (2d) 299 (CA-3).) 


Consistency 


(1) Cash method.—(a) Income must be 
accounted for in the year received, whether 
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it is in the form of cash or property. The 
fair market value of property received or of 
promissory notes is considered income when 
received. 


(b) Expenses are accounted for in the 
year in which they are paid by cash or 
property. ’ 

(c) Capital expenditures are not deduct- 
ible. Only depreciation is allowable. An 
example of this concerns a lessee on a cash 
basis who spends $1,000 for leasehold im- 
provements. If there is a five-year lease, 
only $200 is deductible each year. 


(d) Constructive receipt, in a sense, is a 
fiction whereby income which is not actually 
received is considered as having been re- 
ceived. It is used to prevent the shifting of 
income from one year to another and must 
be sparingly applied. It applies primarily 
to cash-basis taxpayers. 

“Income which is subject to a taxpayer’s 
unfettered command and which he is free 
to enjoy at his own option may be taxed 
to him as his income whether he sees fit to 
enjoy it or not.” (Corliss v. Bowers, 2 ustTc 
¢ 525, 281 U. S. 376 (1930).) 

Regulations 111, Section 29.42-2, provides :. 


“Income not reduced to possession.—In- 
come which is credited to the account of or 
set apart for a taxpayer and which may be 
drawn upon by him at any time is subject 
to tax for the year during which so credited 
or set apart, although not then actually re- 
duced to possession.” 


The amount to be paid must be definite 
and not subject to any contingency. If the 
taxpayer controls the payment of his salary 
and funds are available, there is deemed to 
be constructive receipt in the year it is 
credited on the books. 


(2) Accrual method.—(a) Income must 
be accounted for in the year when the right 
to it is fixed. The time when the payment 
is actually made is immaterial. 


(b) The law bases the receipt of income 
on the right to receive it and the payment 
of expenses on the obligation to pay them. 


(c) The accounting method must be con- 
sistent and must clearly reflect income. An 
application for a change of accounting meth- 
ods must be made within 90 days of the 
beginning of the period affected. 


(d) If income has been received without 
strings attached as to its use, it is income 
even though in some later year it may have 
to be refunded. (North American Oil Con- 
solidated Company v. Burnet, 3 ustc J 943, 286 
U. S. 417 (1932).) A district court declared 
that certain receipts belonged to a taxpayer. 
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Even though the right to the receipts was 
contested on appeal, they were income when 
received. Funds are income when received 
even though they may later be returned and 
then claimed as a loss. 


(3) Installment sales (Section 44).—(a) 
Reporting of income from installment sales 
is covered by Section 44. A person who 
regularly sells personal property on the in- 
stallment plan may return as income there- 
from in any taxable year that proportion of 
the installment payments actually received 
in that year which the gross profit realized 
or to be realized when payment is completed 
bears to the total contract price. The section 
also applies to casual sales of personal 
property or sales of real property in certain 
instances. The use of this method of re- 
porting is opticnal with the taxpayer. How- 
ever, once adopted, it may not be changed 
as to the transaction involved. In order 
to have the sale qualify as an installment 
sale the initial payment (except for dealers) 
may not exceed 30 per cent of the selling 
price. 

(b) The initial payment includes all cash 
or property received except evidences of 
indebtedness of the purchaser. For example, 
if the selling price of property is $10,000 
and a cash payment of $1,000 is made and a 
note is signed by the buyer’s uncle for the 
balance, $9,000, the transaction does not 
come within the 30 per cent rule. However, 
if the selling price is $10,000, the cash paid 
is $1,000 and a mortgage is executed by 
buyer for $9,000, the transaction comes 
within the 30 per cent rule. 


(c) The initial payment also includes in- 
debtedness assumed in excess of the seller’s 
cost. For example, in 1940 A buys Black- 
acre for $5,000. In 1950, ten years later, 
he otains a mortgage on it for $7,000. In 
1951 he sells to B for $10,000. B pays $2,000 
down and assumes the mortgage. There is 
no installment sale, since the initial pay- 
ment exceeds 30 per cent of the selling price. 


Initial payment, cash ....... $2,000 
Mortgage assumed over cost.. 2,000 
Initial payment ............ $4,000 


It is immaterial whether B assumes the 
mortgage as long as he buys subject to it. 


(d) The initial payment also includes all 
payments received during the first taxable 
year except interest. For example, if the 
selling price on January 1, 1951, is $10,000, 
the cash down payment is $1,000, and ad- 
ditional payments during the first year are 
$2,500, the transaction is not within the 30 
per cent rule. 
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(e) The selling price is the total consider- 
ation for the property, including mortgages 
on the property. For example, A sells his 
equity in Blackacre for $5,000. Blackacre 
has a mortgage on it of $5,000. The selling 
price is $10,000. 


(f) The percentage of each payment re- 
ported is based on the ratio of total profit 
to “contract price.” The contract price is 
the selling price less the mortgage. 


ee $10,000 
MON dene ce hceore scans obs 5,000 
Contract price or equity..... $ 5,000 
SE a raat einen anal $ 2,500 

25 

— xX collections are reported 

50 


If the mortgage exceeds the seller’s cost, 
this excess should be added to equity to get 
the contract price. -There is an exception in 
the case of a mortgage reduction. 

(g) When installment sales are made 
by dealers, all such sales made during the 
year must be treated as one unit. Collec- 
tions must be classified according to the 
years in which the sales were made. Books 
may be on the cash or accrual basis. Only 
the gross profit of collections is reported as 
income. It is not necessary to obtain per- 
mission to go on the installment basis, but a 
change back does require permission. 


(h) The amount realized on the disposi- 
tion of an installment obligation is taxable 
income. If a corporation is being liquidated 
and owns installment sales accounts re- 
ceivable, Section 44 (d) should be noted. 

(i) When deferred payments on real es- 
tate sales are not handled under the in- 
stallment method, value the obligation at 
fair market value and report the proportion 
of gain as follows: 


ee $30,000 
Down payment ........... 15,000 
Balance on mortgage ...... $15,000 
RR es $20,000 
Fair market value of 
SE inns aun San $10,000 
CP NE. 5 Sa bk edo ees eves 15,000 
$25,000 
Er a PEE 20,000 
RR eo $ 5,000 
Next year full mortgage 
eee $15,000 
Basis of mortgage......... 10,000 
Balance as income ........ $ 5,000 
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SPECIFIC INCOME ITEMS 


Compensation for Services 


Compensation for services constitutes in- 
come regardless of the form in which it is 
received. It may be in cash, property or 
services. For example, if A receives $10,000 
cash per year as an officer of a corporation 
and 100 shares of stock having a fair market 
value of $1,000, $11,000 must be reported on 
the return. Again, if a lawyer finished a 
case on December 1, 1950, and received a 
promissory note for $500 for fees at 6 per 
cent interest due February 1, 1951, the note 
had full value and was income for 1950. 
Also, if L, a lawyer, performs work for D, 
a dentist, and the fee should be $100 but D 
then fixes L’s teeth for $100, income is re- 
ceived by both. 


Bonuses 


A bonus paid for services rendered is in- 
come even if it is labeled as a gift. A bonus 
which is paid not in consideration of serv- 
ices rendered is not income. In Schall v. 
Commissioner, 49-1 ustc J 9298, 174 F. (2d) 
893 (CA-5), reversing CCH Dec. 16,515, 11 
TC 111 (1948), a congregation gave a retir- 
ing pastor (who was in ill health) an annual 
“salary or honorarium” of $2,000. This was 
held to be not income but a gift. Tips usu- 
ally constitute income (Harry A. Roberts, 
CCH Dec. 16,324, 10 TC 581 (1948), af- 
firmed 49-2 ustc 9330, 176 F. (2d) 221 
(CA-9)). Taxi drivers’ tips, 10 per cent of 
gross fares, are held to be income. Payment 
for services is not a gift. 


Rents 


Rent received is includible as gross in- 
come, subject, however, to expenses. Ad- 
vance rentals are gross income when received. 
For example, A in 1950 rents a building 
from B for five years at $1,000 per year. A 
pays B $1,000 for 1950 and $4,000 in advance 
for four years. This constitutes income to B 
in 1950 of $5,000. A can claim a deduction 
in 1950 of only $1,000. The balance is a 
capital investment. 


Profits from Business 


(1) Total income minus the cost of sales 
constitutes gross income. 


(2) The Commissioner can tax only in- 
come, not return of capital. In Lela Sulien- 
ger, CCH Dec. 16,735, 11 TC 1076 (1949), 
payments in excess of OPA ceilings were 
deemed to be includible in the cost of sales. 
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(3) New Schedule C provides that the 
cost of sales and expenses be listed in one 
column. 


Income from Partnerships 


(1) Partnerships are not subject to tax. 
They are required to file information re- 
turns only. 


(2) Each partner must report his pro- 
portionate share of the profits. Salaries paid 
partners are considered to be payment of 
profits and are income to the partners whether 
distributed or not. 


A partner in a fiscal-year partnership must 
report his share of the profits as though it 
were all received on the last day of the fiscal 
year or at the end of the partnership. For 
example, if a partnership has a profit of 
$10,000 in the period July 1, 1949, to June 30, 
1950, the income in 1950 to partner A would 
be $5,000 and to partner B would also be 
$5,000. If the partnership makes $4,000 
from July 1, 1950, to November 1, 1950, and 
dissolves, each partner would report an- 
other $2,000 or a total of $7,000 each in 1950. 


Family Partnerships 


(1) Basic rules—(a) The assignment of 
income from personal services does not re- 
lieve the assignor of income tax liability. 
In Lucas v. Earl, 2 ustc J 496, 281 U. S. 111 
(1930), an agreement by a husband to split 
future income was held to be ineffective. 
“Fruits cannot be attributed to a different 
tree from that on which they grew.” In 
Helvering v. Eubank, 40-2 ustc 9788, 311 
U. S. 122, dealing with an assignment of 
completed insurance contracts, the renewal 
commissions were taxed to the husband. 


(b) Ownership of property determines 
who is to be taxed on its income. In Hel- 
vering v. Horst, 40-2 ustc 9787, 311 U. S. 
112, detached interest coupons from bonds 
were transferred by a father to his son. 
They were held to be taxable to the father. 


(2) Court tests—(a) Commissioner v. 
Tower, 46-1 ustc 9189, 327 U. S. 280, and 
Lusthaus v. Commissioner, 46-1 ustc { 9190, 
327 U. S. 293. In order to have a bona 
fide family partnership, the members of the 


family must have contributed independent - 


capital or have rendered vital services. 


(b) Commissioner v. Culbertson, 49-1 ustc 
1 9323, 337 U. S. 733. The parties must, in 
good faith and acting with a business pur- 
pose, have intended to join together in the 
conduct of the business. The nature of the 
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services rendered and the origin of the cap- 
ital are important facts to be considered but 
are not conclusive. Where one partner re- 
ceives a gift from the other partner and then 
invests it in the partnership, the partnership 
is valid if the partners are bona fide and 
each partner exercises absolute dominion 
and control over his capital and earnings. 


(3) 1951 Revenue Act changes.—A per- 
son may be a partner if he owns a capital 
interest in a partnership where capital is a 
material income-producing factor. It is im- 
material whether the interest was received 
as a gift or by purchase. The income is 
taxed to the donee, and the motive of the 
gift is immaterial. The test is whether it 
was a bona fide transfer. 

The Commissioner has the right to allo- 
cate income by giving the donor part of the 
profits as compensation for services. 


Earnings of Minors 


Since 1944, Section 22 (m) has provided 
that the earnings of a minor, whether eman- 
cipated or not, are taxable to the child and 
not to the parent. The tax is assessed 
‘against the child, but if it is not paid it is 
considered assessed against the parent. 

If a child makes $900, he must report this 
sum and claim an exemption of $600. If 
the child does not pay the tax, the father 
must. 


If a child makes $590, there is considered 
to be no income to either the father or the 
child. The father may claim an exemption 
for the child because he earned under $600. 

If a child makes $650, he pays no tax, but 
his father has no exemption. 


EXCLUSIONS FROM INCOME 
(SECTION 22) 


Life Insurance Proceeds 


(1) Life insurance proceeds are excluded 
from gross income if paid at once or in 
installments by reason of the death of the 
insured even where the beneficiary has an 
option as to the method of payment. For 
example, say $10,000 is payable to the wife. 
She exercises the option and takes $100 per 
month for ten years. She really gets $12,000. 
All is excluded. It should be noted, how- 
ever, that interest is taxable if the proceeds 
are left at interest with the company. 

(2) If there is a transfer for valuable 
consideration to other than the insured, only 
the cost and premiums are excluded. For 
example, A insures B’s life for $10,000. A 
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few years later A sells the policy to C for 
$1,000. C pays $1,000 more in premiums. 
B dies and C collects the $10,000; $8,000 
constitutes income. 


(3) The excess of the proceeds over the 
cost of an endowment policy is taxable. 


Annuities 


(1) An annuity is defined as a series of 
periodic payments which continue from a 
given time for the remaining life of an 
individual. 


(2) Three per cent of an annuity received 
is included in gross income. The excess 
over the 3 per cent is excluded until the 
amounts excluded equal the consideration 
paid. For example, if A pays $20,870 for 
an annuity and receives $1,000 per year, 
each year he will include $626.10 in his in- 
come until the unreported amounts, $373.90 
per year, equal $20,870. Thereafter, the 
entire sum received each year will be taxable. 


Gifts, Bequests and Devises 


These receipts lack the element of con- 
sideration and are excluded from income. 
To be treated as income, there must be con- 
sideration, either past or present. In Wash- 
burn, CCH Dec. 14,900, 5 TC 1333 (1945), 
a sum of money won from the “Pot O’ 
Gold” radio program was held to be a gift. 
However, I. T. 3960, 1949-2 CB 13, holds 
that all prizes are taxable, and the Com- 
missioner will tax them. 


Tax-Free Interest 


(1) After March 1, 1941, all federal obli- 
gations are taxable. 


(2) Interest on $5,000 principal bonds is- 
sued before March 1, 1941, is exempt from 
tax. If the principal exceeds $5,000, the 
interest is exempt only from the normal tax 
(3 per cent). 

(3) Interest on state and municipal bonds 
is excluded from tax. 


Compensation for Injuries 


Compensation received from accident or 
health insurance or as damages is excluded 
from taxation. However, if a deduction is 
taken for medical expenses and recovery 
through health insurance is made in a fu- 
ture year, the recovery is taxable then to 
the extent that it would have reduced the 
prior deduction. (Regulations 111, Section 
29.23.) 
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Payments to Beneficiaries 
of Deceased Employees 


The Revenue Act of 1951 provides that 
for taxable years beginning after 1950, death 
benefits not in excess of $5,000 paid to all 
beneficiaries of a deceased employee are 
exempt from tax, where the payment is 
made pursuant to a pre-existing contract 
legally obligating the employer to make 
such payment. 


DEDUCTIONS 


Business and Nonbusiness 
Distinctions 


(1) Business deductions are deductions 
allowed in arriving at “adjusted gross in- 
come” (Class A deductions) and can con- 
sist of: (a) trade and business deductions 


‘if the taxpayer is not an employee; (b) 


expenses of travel and lodging incurred by 
an employee while away from home; (c) 
expenses incurred by an employee for which 
he is reimbursed; (d) deductions on rental 
property; (e) losses from sales and ex- 
changes; (f) deductions of life tenants and 
income beneficiaries. 


If the taxpayer is an employee, he cannot 
take business deductions in order to get ad- 
justed gross income. 


Some employees try to take Class A de- 
ductions and then the standard deduction. 
On audit, they lose the actual deductions 
which might be greater than the standard 
deduction. 


The Revenue Act of 1951 permits a tax- 
payer to change from one to another type of 
deduction for years after 1949. There is a 
possibility for a refund for the year 1950. 


(2) Nonbusiness or Class B deductions 
can consist of: (a) charitable contributions; 
(b) taxes; (c) interest; (d) medical ex- 
penses (beginning in 1951 there is no 5 per 
cent limitation on medical expenses of a 
taxpayer or his spouse aged 65); (e) mis- 
cellaneous nonbusiness losses. 


Standard 


The standard deduction is 10 per cent of 
the adjusted gross income if such income is 
over $5,000, but it cannot exceed $1,000. If 
husband and wife file separate returns, each 
is allowed $500. 


The optional tax table on the back of 
Short-Form 1040 allows approximately 10 
per cent of the adjusted gross income for 
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by a taxpayer whose adjusted gross income 
does not exceed $5,000. 


Business 


(1) Deductions are allowed for all ordit- 
nary and necessary expenses incurred during 
the year in carrying on a trade or business. 
(Section 23 (a) (1) A; Friedman v. Delaney, 
49-1 ustc J 9106, 171 F. (2d) 269 (CA-1).) 


(2) Nonbusiness deductions are allowed 
an individual for expenses of production or 
collection of income or for management, 
conservation or maintenance of property 
held for income. 


(3) Deductions are a matter of legislative 
grace, not constitutional privilege, and the 
burden of proof is on the taxpayer. (Cohan 
v. Commissioner, 2 ustc J 489, 39 F. (2) 540 
(1930).) 


(4) Attorney fees are deductible. See 
the Tyler case (CCH Dec. 14,948, 6 TC 135 
(1946)) which involved a will contest to 
determine the income for a life tenant. In 
Frederick C. Bartholomew (CCH Dec. 14,241, 
4 TC 349 (1945)), which concerned liti-. 
gation costs incurred in adoption proceed- 
ings and in parents’ attempt to obtain their 
son’s property, the costs were held to be 
deductible. The attorney fees were deemed 
to have helped him protect his income and 
conserve his estate. 


(5) Income tax advice and litigation costs 
are deductible, as is the cost of preparing 
tax returns. However, attorney fees in- 
curred in contesting a gift tax deficiency 
were held not to be deductible. (Frank M. 
Cobb, CCH Dec. 16,269, 10 TC 380 (1948), 
affirmed 49-1 ustc 9233, 173 F. (2d) 711 
(CA-6).) 

(6) Business and professional dues are 
deductible. For example, in Johnson v. U. S., 
43-1 ustc J 9404, 135 F. (2d) 125 (CCA-9), 
club dues paid by an attorney were held to 
be deductible where the club was used as a 
place to entertain clients and thereby obtain 
income. 

Where an architect joined a club for busi- 
ness purposes, two thirds of the dues paid 
were allowed as a deduction. (Charles S. 
Lee, CCH Dec. 15,097(M), 5 TCM 240 
(1946).) 

In Clyde A. Armstrong, CCH Dec. 16,002 
(M), 6 TCM 997 (1947), one half of the 
club dues involved was deemed to be de- 
ductible. 

In Blackmer v. Commissioner, 4 ustc J 1264, 
70 F. (2d) 255 (CCA-2), it was held that 
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entertainment expenses required in the tax- 
payer’s business or profession are deductible 
if they are ordinary and necessary. 

It is difficult to support the burden of 
proof. If entertainment expenses are in- 
curred, records thereof should be made. 
Details concerning to whom and when and 
where paid and the amount should be noted. 
If your wife entertains, pay the bill by 
check. However, see the “Father of the 
Bride” case, Haverhill Shoe Novelty Com- 
pany, CCH Dec. 17,889, 15 TC 517 (1950). 


(7) Traveling expenses are specifically 
deductible if incurred in pursuit of a trade 
or business. However, if such expenses are 
caused by trips between office and home, 
they are not permitted as deductions. (See 
John C. Bruton, CCH Dec. 16,122, 9 TC 882 
(1947), wherein a paralyzed lawyer who 
took a cab to his office was not permitted 
a deduction for the cab expenses, and Com- 
missioner v. Flowers, 46-1 ustc 99127, 326 
U. S. 465, where it was held that the counsel 
for a railroad who had to make trips be- 
tween the main office of the railroad in 
Mobile, Alabama, and his home in Jackson, 
Mississippi, could not deduct the cost of the 
trips.) 


(8) Capital expenditures are not allowed, 
but they are subject to depreciation. 


The government usually tries to disallow 
repairs and set up capital items. Deductions 
for repairs were at issue in the following 
cases: 


(a) In Farmers Creamery Company of 
Fredericksburg, CCH Dec. 17,646, 14 TC 879 
(1950), the depreciated cost of the building 
was $8,000. Parts of the floor and walls 
were rotted away. During the next four 
years the taxpayer spent $25,000 in replacing 
joists, flooring and portions of walls. It 
was held that the expenses were incurred 
merely to “mend deteriorated parts” and 
that they were deductible. 


(b) In Midland Empire Packing Company, 
CCH Dec. 17,601, 14 TC 635 (1950), a meat 
packer had used his basement for storing 
meat and hides. Water in small amounts 
had always seeped in but not in serious 
amounts. However, in 1943 an oil refinery 
opened up nearby and oil began to come 
through. The United States inspector re- 
* quired that the basement be oilproofed. The 
addition of concrete linings to walls and 
floors cost $4,800. This sum was held to be 
deductible. 


In order to get structural changes cata- 
logued as repairs, the taxpayer must show 
that the change was necessary to keep the 


175 


property in the same condition of usability 
as it was previously and that the change did 
not materially increase the life or value of 
the property. 


Net Operating Losses 


(1) Net operating loss deductions spread 
the business loss over several years. 

(2) They apply generally to all taxpayers 
and only to net business losses. 

(3) The business loss must result in a 
net economic loss. For example, if A has a 
business loss of $10,000 and a capital gain of 
$10,000, there is no economic loss. 


Pursuant to 1951 law, casualty losses by 
individuals after 1950 are allowed in com- 
puting net operating loss deductions for 
years after 1948. 


(4) Prior to 1950, a two-year carry-back 
and a two-year carry-forward of losses were 
permitted; after 1950, a one-year carry-back 
and a five-year carry-forward are allowed. 


The Revenue Act of 1951 provides that 
1948 and 1949 net operating losses may be 
carried forward three years instead of two 
and that new corporations after 1945 may 
carry forward for three years their losses 
for taxable years beginning in 1947. 


EXEMPTIONS 


Exemptions are allowed as credits against 
net income for normal and surtax purposes. 


(1) An exemption of $600 is allowed the 
taxpayer. A like exemption is permitted the 
spouse if a joint return is filed and the 
spouse has no income and is not a depend- 
ent of another. For example, where a tax- 
payer’s wife was supported by her father, 
no exemption for the wife was allowed to 
the taxpayer. 


(2) Old age and blind exemptions are al- 
lowed as of the status at the end of the year. 
Specifically, the taxpayer and spouse each 
get a $600 added exemption if over 65 years 
of age and additional exemptions of $600 
each if blind. The exemptions are not al- 
lowed for dependents. 


(3) An exemption of $600 is allowed for 
each dependent. A dependent is defined as 
one who is related to the taxpayer and as 
one for whom the taxpayer provides more 
than one half of his support. The dependent 
must also have less than $600 of adjusted 
gross income. (See Rives, CCH Dec. 
17,421(M), 8 TCM 1094 (1950), where a son 
who earned $500.37 and had expenses of 
$2.50 was held to be dependent.) 
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(4) The personal exemptions should be 
watched during the year. For example, a 
father makes $16,000 and is in the 50 per 
cent bracket. His son earns $590. The father 
supports the son and claims the $600 credit. 
However, if the son makes $600, he pays 
no tax, but his father loses the $600 credit. 
The extra $10 will cost the father $300 in 
extra taxes. 


TAX RETURNS 
Long-Form 1040 


All three pages of the return are to be 
used. The taxpayer makes his computation 
of tax on page three. It is used where the 
adjusted gross income is $5,000 or more; 
the gross income, is less than $5,000 but the 
taxpayer elects not to use the tax table; or 
the nonbusiness deductions exceed 10 per 
cent of the adjusted gross income. Note on 
Schedule C the requirement for a self-em- 
ployment (social security) tax computation. 
Social security overpayments are now de- 
ductible from income tax due on page one. 


Short-Form 1040 


Only the first two pages of the return are 
used, and the tax is computed from the 
tax table on page four. Only those whose 
adjusted gross income is less than $5,000 
can use the short form. Nonbusiness de- 
ductions are not itemized. 


Form 1040A 


This form consists of only one sheet. The 
Commissioner computes the tax and bills 
the taxpayer. In order to use this form the 
taxpayer’s gross income must be less than 
$5,000 and must consist entirely of wages 
and other income not exceeding $100. No 
deductions are allowed for travel and reim- 
bursed expenses. 


Form 1040-ES 


The declaration of estimated tax must be 
filed March 15, 1952, if (1) the estimated 
1952 income from wages will exceed $4,500 
plus $600 for each exemption or (2) the 
total 1952 income not subject to withholding 
is over $100 and the total 1952 gross income 
from all sources exceeds $600. 

If the 1951 estimated tax was too low 
because of the increase in rates, there is no 
penalty (Section 103, Revenue Act of 1951). 
Playing it safe, the tax return should have 
been filed on January 15, 1952. 
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Joint Returns 


(1) A husband and wife may file joint re- 
turns on any of the federal forms if they 
were married at the end of the year for 
which the return is being filed. Both must 
be citizens or residents. 


(2) Joint returns may be filed even though 
one spouse has no income or deductions. 

(3) The election to file joint or separate 
returns is made annually. The old law 
provided that the election could not be 
changed after March 15, but the new law 
provides that one may change one’s mind 
at any time up to three years thereafter. 
Under the new law there may be a possible 
refund for 1950. 


(4) The declaration may be either single 
or joint, 

(5) The filing of a joint. return usually 
results in less tax except where each wants 
a $1,000 capital loss or where the medical 
deduction would be higher. 


(6) The tax should be figured on one half 
of the income and multiplied by two. 

(7) The new law on heads of households 
should be noted. 


SPECIAL ITEMS 


Capital Gains and Losses 
(Section 117) 


(1) Under Section 22 (b) all capital gains 
would be taxed in full except for Section 117. 


(2) Section 111 gives the method for 
computing the gain or loss from the sale 
or disposition of property. It is provided 
that when the amount realized exceeds the 
adjusted base, there is a gain and when the 
adjusted base exceeds the sale price, there 
is a loss. 


(3)(a) The original base of property is 
the purchase cost. 


The base of inherited property is its value 
at the date of death. In the Davenport 
case, CCH Dec. 14,922, 6 TC 62 (1946), the 
taxpayer acquired a contingent interest in 
property upon the death of his father who 
died in 1918. Possession of the property was 
not obtained until 1928. It was determined 
that the tax base of the property to the 
taxpayer was its 1918 rather than its 1928 
value. In Lang v. Commissioner, 3 uSTC 
{ 1088, 289 U. S. 109 (1933), it was held that 
where joint-tenancy property is involved, 
the basis to the survivor is its original cost. 


The tax base of gifts acquired before 1921 
is their value at the date of the gift. After 
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1921, the tax base of gifts is the cost to the 
donor. If a loss is involved, the value at the 
date of the gift or the donor’s cost, which- 
ever is less, should be used. 


(b) The adjusted base of property is the 
original base less depreciation allowed or 
allowable. 


(4) (a) A capital asset is any property of 
the taxpayer except: 

(i) Stock in trade or other property in- 
cluded in inventory (for example, groceries) ; 


(ii) Property held primarily for sale to 
customers in the taxpayer’s business (for 
example, lots held for sale by a real estate 
man do not constitute a capital asset, and 
in Clifford Goldsmith v. Commissioner, 44-2 
ustc § 9365, 143 F. (2d) 466 (CCA-2), con- 
cerning the assigned rights to Life with 
Father, it was held that the play was not a 
capital asset but was connected with the 
trade or business of selling plays); 


(iii) Property used in a trade or business 
which is subject to depreciation (for example, 
automobiles, fixtures and machinery); 

(iv) Real property used in a trade or 
business; 

‘(v) Short-term government bonds sold 
at a discount. Gain is considered to be 
interest. 


It should be noted that the taxpayer 
wants gain to be a capital gain (less tax) 
while the government wants gain to be 
ordinary gain (more tax) and that the tax- 
payer wants a loss to be an ordinary loss 
(fully deductible) while the government 
wants that loss to be a capital loss (limited 
deduction). 


(b) Recent cases concerning capital assets 
are, first, Richard S. Wyler, CCH Dec. 
17,707, 14 TC 1251 (1950), which involved 
an accountant who sold his practice or good 
will for $50,000. It was held that the sale 
of the good will constituted the sale of a 
capital asset. 


The second case is Graham Mill & Ele- 
vator Company v. Thomas, 46-1 ustc § 9118, 
152 F. (2d) 564 (CCA-5). That case con- 
cerned a corporation which was engaged in 
the manufacture of flour. It sold out notes 
and accounts receivable at less than their 
face value. The corporation was held to 
have incurred a capital loss, since it was 
not in the business of selling notes and 
accounts. 


(c) The treatment of capital gains and 
losses by individuals which is outlined be- 
low was effective only until October 20, 
1951—it applies to 1951, NOT to 1952. 
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(i) The gain or loss on the sale of assets 
held over six months is a long-term gain or 
loss, and only 50 per cent of such gain or 
loss is taken into account in computing the 
net capital gain, loss or income. 


(ii) The gain or loss on the sale of assets 
held for less than six months is a short-term 
gain or loss, and 100 per cent of such gain 
or loss is taken into account in computing 
the net capital gain, loss or income. 

(iii) After applying the above percent- 
ages, capital losses and gains offset each 
other. 


Taken into 








Account 

Long-term gain $10,000..... $5,000 

Long-term loss, $2,000 ... 1,000 
$4,000 

Short-term gain 2,000 

Short-term loss . 3,000 
Net short-term loss. . 1,000 
Net gain for year $3,000 


(iv) If there is a net loss, it is de- 
ductible to the extent of any gain, plus the 
taxpayer’s net income, or $1,000, whichever 
is smaller. The balance may be carried over 
for five years as a short-term loss. 


(v) The highest effective tax rate is 25 
per cent for long-term capital gains. This 
rate would apply to a single person making 
over $16,000 and a married person making 
over $32,000. 

(vi) A full net long-term capital gain 
becomes a part of the adjusted gross income. 


(d) The special rule relating to real and 
personal property used in trade or business 
is as follows: (1) it must be held over six 
months; (2) if gains exceed losses, they are 
treated as long-term capital gains and 50 
per cent thereof is taken into account in 
computations; (3) if losses exceed gains, 
they are not treated as capital assets but 
as ordinary losses and are deductible in full. 


Nonbusiness Bad Debts 


A nonbusiness bad debt is a debt not evi- 
denced by corporate security or incurred in 
trade or business. It is deductible as a 
short-term capital loss, the deduction being 
limited to $1,000 over capital gains. The 
Commissioner is asserting many deficiencies 
on this item. An example of this might be 
as follows: A doctor makes a loan of $10,000 
which becomes a bad debt. The doctor 
takes a bad-debt deduction of $10,000, but 
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the revenue agent allows only a $1,000 capi- 
tal loss. 

Recent litigation on this subject has re- 
sulted in the following decisions: 


(1) An individual’s business may consist 
of promoting and financing several corpora- 
tions, and a loan by such a stockholder to 
one of his corporations is fully deductible 
when worthless. (Weldon D. Smith, CCH 
Dec. 18,453, 17 TC —, No. 17 (1951); Mark, 
CCH Dec. 18,473(M), 10 TCM 702 (1951).) 


(2) A loan by a stockholder to a single 
corporation is not deductible as a business 
bad debt. The taxpayer was not in the business 
of making loans. (Ferguson, CCH Dec. 
18,329, 16 TC 1248 (1951).) 

(3) A loan made for purposes connected 
with the taxpayer’s business is deductible 
as a business bad debt. That was the deci- 
sion made by the court where the taxpayer, 
who was in the furniture business, made a 
loan to his son, who was in the furniture 
manufacturing business, so that the tax- 
payer could get a supply of furniture. 
(Brown, CCH Dec. 17,982(M), 9 TCM 1054 
(1951).) 

(4) A bad debt is deductible when con- 
nected with a transaction entered into for 
profit. (Agnes I. Fox, CCH Dec. 17,688, 14 
TC 1160 (1950).) 

(5) The taxpayer must be in the busi- 
ness of making loans in order to be able 
to deduct a bad debt. Such was the decision 
in a case concerning a lawyer who made 
numerous loans. It was held that such loans 
did not constitute the carrying on of a trade 
or business. (Edgar W. Waybright, CCH 
Dec. 18,401 (M), 10 TCM 589 (1951).) 
From this it can be concluded that if the 
taxpayer makes numerous loans he should 
state on his tax return that he is in the busi- 
ness of lending money, and he should have 
separate stationery. 


Alimony and Support Payments 


Sections 22 (k) and (u) originated with 
the Revenue Act of 1942. Formerly, ali- 
mony payments were not deductible by the 
husband and were not considered income 
by the wife. Now they are deductible by 
the husband as a personal deduction (Sec- 
tion 22 (k)) and constitute income of the 
wife (Section 23 (u)). This rule applies to 
payments made in 1942 or later regardless if 
the decree was handed down earlier. 


Law Requirements 


(1) The parties must be divorced or 
legally separated under a decree. 
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(2) Alimony payments must be made 
after decree of divorce. It has been held 
that temporary alimony is not deductible 
by the husband. (George D. Wick v. Com- 
missioner, 47-1 ustc J 9275, 161 F. (2d) 732 
(CCA-3).) 


(3) Alimony -.payments must be periodic. 
The payment of a fixed amount in a lump 
sum or in installments does not qualify un- 
less (a) the payments continue for more 
than ten years after the date of the decree 
and (b) a limit of 10 per cent of a fixed sum 
is paid in one year. For example, a divorce 
decree which provides that the husband is 
to pay $40,000 in four annual payments does 
not provide for periodic payments. 

If the total payment is uncertain, periodic 
payments are deemed to be made even if 
the period covered by the payments is less 
than ten years. (See Roland K. Young, 
CCH Dec. 16,363, 10 TC 724 (1948).) 

A lump-sum settlement of periodic pay- 
ments is not deductible. (See Frank J. 
Loverin, CCH Dec. 16,286, 10 TC 406 
(1948).) 


(4) The payments must be in discharge 


solely of alimony. For example, if a wife_ 


transfers property to her husband and he 
agrees to pay her off in installments, it is 


not considered to be alimony. (Frank J. 
DuBane, CCH Dec. 16,411, 10 TC 992 
(1948).) 


(5) Alimony payments must be required 
by a divorce decree or by written instru- 
ments incident to divorce. For example, an 
alimony agreement entered into seven months 
after the decree is not incident to the di- 
vorce. (Benjamin B. Cox, CCH Dec. 16,407, 
10 TC 955 (1948).) 


Child Support 


(1) Support payments are not deductible 
by the husband nor income to the wife. 
Whoever provides over 50 per cent of the 
support of the dependent takes the added 
exemption. For example, if the husband 
pays $1,000 per year for the support of three 
children and that is over 50 per cent of the 
total cost of their support, he can take three 
exemptions or $1,800. If possible, support 
should be broken up among the children. 
(See Kotlowski, CCH Dec. 16,312, 10 TC 
533 (1948).) 


(2) In the event that there is no differ- 
entiation between alimony and_ support 
money, all the payments are presumed to be 
alimony. The phrase “for her care and 
support and the care and support of the 


Check List for Individual Return 








minor children” was held to mean that the 
entire sums paid should be all included in 
the wife’s income. (Dora H. Moitoret, CCH 
Dec. 15,352, 7 TC 640 (1946).) 

(3) If the payments are less than the re- 
quired amount, the support is covered first 
and the balance is used for alimony. If a 
husband ordered to pay $200, of which $100 
is support and $100 alimony, pays $150, $100 
is applied on support and $50 on alimony. 
A nunc pro tunc decree has no effect. (Daine 
v. Commissioner, 48-1 ustc § 9295, 168 F. 
(2d) 449 (CCA-2).) 

(4) In entering divorce decrees, either as 
the plaintiff’s or the defendant’s attorney, 
keep income tax provisions in mind. 


Attorney's Fees 


(1) Attorney’s fees paid by the wife are 
deductible from the payments which are 
taxable to her. They are not, however, 
deductible from the part of the divorce 
settlement dealing with property rights. 
(See Elsie B. Gale, CCH Dec. 17,261, 13 
TC 661 (1950).) See also Barbara B. 
LeMond, CCH Dec. 17,262, 13 TC 670 
(1950), where fees paid for receiving non- 
taxable alimony are not deductible by the 
wife. A wife’s attorney’s fees are deductible 
by her as’ ordinary and necessary expenses 
incurred for the production of income. 

(2) Attorney’s fees paid by a husband are 
not deductible by him when they are in- 
curred to reduce alimony which is deduct- 
ible by him. However, Section 23 (a) (2) 
provides that nonbusiness expenses are 
deductible in the following instance: “In 
the case of an individual, all the ordinary 
and necessary expenses paid or incurred 

. for the production or collection of 
income ....” Therefore, if the wife in- 
curs expenses in the production of or col- 
lection of income, they are deductible by 
her, but if the husband incurs expenses in 
the reduction of alimony payments, they 
are not deductible by him. 


SIGNATURE OF ATTORNEYS 
AND ACCOUNTANTS 


Necessity for Signing 
Section 29.51-4(b), Regulations 111, pro- 
‘vides: 

“Income tax returns actually prepared by 
other persons for individuals required to file 
returns under section 51 shall be verified as 
provided‘in section 51. If any person or 
persons actually prepare any other income 
return for another person, the prescribed 
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form of affidavit on the return shall be sub- 
scribed and sworn to by such person or 
persons preparing the return.” 

Section 29.145-1, Regulations 111, pro- 
vides: 

“The willful failure of a taxpayer to give 
information required in his return as to 
advice or assistance rendered in the prepara- 
tion of the return, and the willful failure of 
the person preparing a return for another 
to execute the sworn statement required 
with reference thereto, make such persons 
subject to the penalties imposed by sec- 
tion 145 (a).” 

Section 145 (a) provides a penalty of up 
to $10,000 and imprisonment. 


Therefore, you must sign the return if 
you made it out. 


Qualification of Signature 


(1) The Bureau has ruled that the agent 
making the return is responsible only for 
information of which he has knowledge. 
(G. C. M. 14509, XIV-1 CB 84.) The 
agent is not responsible for the truth or 
accuracy of information furnished unless he 
was hired to verify such information in ad- 
dition to making out the return. The agent 
is also not required to make a complete 
audit in the preparation of the return. 


(2) A qualifying stamp should not be 
used, since it does not limit responsibility. 





In counseling the jury hearing an es- 
| tate tax case in a federal district court 
| in Utah, the judge, in defining the term 
“in contemplation of death,” said he 
assumed that the jury did not know the 
meaning of the term, and then added, “I 
may say, if it is of any interest to you, 
that after reading the decisions of the 
courts I am not sure that they know any 
more about it than you do.” 

In defining the term, the judge said 
that while contemplation of death is a 
state of mind, it, is not “that general 
expectation of death such as all persons 
entertain.” Neither does it swing, he 
pointed out, to the opposite extreme so 
that the government must show that the 
decedent was on his death-bed or, “as 
one writer has suggested, that he was 
sitting in the electric chair’ when he 
made the gift. The jury was informed 
that the courts have drawn a line in the 
definition of this language between those 
two extremes and have placed emphasis 








WHAT “IN CONTEMPLATION OF DEATH’’ MEANS 
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If the return was prepared in good faith, 
there is nothing to worry about—the qualifi- 
cation adds nothing. If the practitioner did 
not prepare return in good faith, he cannot 
be relieved of responsibility by any qualifi- 
cation. His conduct is governed by numer- 
ous sections of the Code which provide: 
“Any person who willfully aids or assists in, 
or procures, counsels or advises the prepara- 
tion . . . of a false return ... shall be 
guilty.” 

In doubtful cases it may be spotted by 
revenue agents and result in a field audit. 
A Bureau official recently stated: “An un- 
necessary apology, which seems to disclaim 
responsibility, is not conducive to accept- 
ance of a return without an examination.” 


Result of Signing 


(1) The signature by an attorney or 
agent on the tax return in no way implies 
that he “certifies” the data submitted. His 
signature means only that he prepared the 
return and does not know of any mis- 
statement. 


(2) If he knows the return is wrong, he 
should not prepare it. 


(3) If he has no reason to believe it is 
wrong, he is under no further obligation to 
qualify his signature. 

(4) The qualification of his signature 
may lead to a field examination. [The End] 


upon the question: Was the gift made 
with a life motive, or, on the other hand, 
was the gift with a death motive? 

Life motives illustrated by the judge 
included a gift to a member of a family 
for the purpose of training that member 
in the management of the business in the 
giver’s lifetime; a promise of the gift 
made earlier in life and expressed over 
a long period of time; and a transfer 
made because the giver wants to relieve 
himself from the burdens and respon- 
sibilities of carrying on the business. 

Death motives given included a gift 
made where the purpose or intent was 





to avoid federal estate taxes when the 
giver dies, and a gift that is “not really 
intended to take effect until the owner of 
the property dies,—really means the 
transfer to occur at that time.”—L. H. 
Reese, Executrix v. W. J. Korth, CCH 
FEDERAL ESTATE AND Girt TAx REporTS 
1 10,835. 
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THE LAST TAXPAYER 


By 





JAMES P. JOHNSON 


TAX MEN! STOP! 


DO NOT READ BEYOND THIS LINE UNTIL MARCH 16! 


IT'S THEN — THE DAY FOLLOWING THE TAX DEADLINE — THAT 
YOU'LL NEED THE STIMULATION OF A HEARTY LAUGH TO HELP RE- 
ADJUST YOURSELF TO THE CALM PACE OF POST-MARCH 15 WORK- 


DAYS. 


Ts INCOME TAX LAWS have for 
many years granted special privileges 
to certain favored classes of taxpayers. 
In the beginning these were principally 
farmers and producers of oil and other 
minerals. The importance of the soil in the 
history of the United States appears to 
have carried over to its fiscal structure. 
These favored groups were gradually ex- 
panded over the years. The special benefits 
accorded oil and coal producers, for in- 
stance, were gradually extended to pro- 
ducers of, among other things, feldspar, 
lepidolite, spodumene, ball, sagger, trona 
and thenardite (from brines or mixtures of 
brine). Further, first wage earners and 
then high-salaried executives were given 
favored treatment. 

As tax rates increased during the second 
World War, tax benefits were extended to 
groups which were not strictly economic 
groups. The advent of the war led to 
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HERE IS A STORY DESIGNED TO HELP YOU DO JUST THAT 


partial tax exemptions for members of the 
armed services. In 1942; persons under 
physical disability were benefited by a 
limited deduction for medical and dental 
expenditures. In 1943, tax privileges were 
extended to the blind, in the form of an 
additional personal exemption. In 1948, the 
entire class of married taxpayers received 
special treatment, as did all taxpayers over 
65. In 1951, there was added to the class 
of married taxpayers those who were un- 
married but maintained a family, and a 
sort of double benefit was granted to per- 
sons who were both over 65 and in such 
condition that they incurred considerable 
medical expenses. 

These well-meaning precedents, in fact, 
set the course for the undermining of the 
whole fiscal structure of the country. In 
1952, it was pointed out to the Senate 
Finance Committee that persons who had 
lost the use of one or more limbs were 
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as handicapped as blind individuals, and 
they were likewise included in the privi- 


leged class. In subsequent years the privi- 
lege was extended to less serious physical 
handicaps, such as the loss of a finger, and 
the resulting benefits were finally graduated 
on a sliding scale similar to those of work- 
men’s compensation insurance. Persons 
subject to chronic serious diseases of vari- 
ous sorts were added to the list, and it was 
eventually extended to include sufferers 
from asthma and hay fever. 


It then began to be recognized that the 
mentally as well as the physically handi- 
capped should be recognized by the income 
tax law, and eventually all taxpayers were 
required to submit to intelligence tests, 
and their tax exemptions were graduated, 
again on a sliding scale, according to their 
I. Q.’s—those with the lowest scores, of 
course, having the largest exemptions. In 
1957, the Treasury Department proposed 
an amendment, for administrative conveni- 
ence, establishing a conclusive presumption 
that all chorus girls had an I. Q. of zero. 


The age benefits accorded to persons 
over the age of 65 were also gradually 
extended by lowering the age limit first to 
55 and then to 50. At the same time, con- 
tinued international tension necessitated the 
maintaining of an increasingly large stand- 
ing army. The draft age was raised, even- 
tually, to 45, and physical standards were 
so lowered that almost every able-bodied 
man and woman was in service. As tax 
rates progressively increased, exemptions 
and deductions likewise increased, until 
they equalled the net income of most tax- 
payers in the favored classes. In 1959, one 
Adolph Jones discovered that he was the 
only person over the age of 50 paying any 
income taxes whatever, and succeeded in 
having his taxes abated by the Supreme 
Court on the ground that they were dis- 
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criminatory. This left persons between 
the ages of 45 and 50 bearing the entire 
tax burden for the country. 


This was not all. Other exemptions, for 
the physically and mentally handicapped, 
favored economic groups, and the like, in- 
creasingly narrowed even this class. In 
1963, one Joseph Pheld, who was a pro- 
ducer of an improved form of feldspar 
called Pheldspar, was engaged in litigation 
before the Tax Court as to whether he was 
entitled to the favored treatment accorded 
producers of feldspar. The court held that 
since his product was unique he was not. 
He perfected an appeal to this judgment. 
In the meantime he discovered that by 
reason of exemptions granted to others, he 
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was the only remaining taxpayer in the 
entire country, and his attorneys urged this 
point upon appeal. The Supreme Court, 
however, held that since he had not raised 
the constitutional issue in the trial court, he 
was precluded from raising it on appeal, 
and he continued to pay taxes. 


He bore this economic burden by im- 
proving his product and extending its uses 
until almost every article used by man and 
even a good portion of his food were made 
of Pheldspar. In 1976 he was shot by a 
Communist sympathizer with a Pheldspar 
bullet fired from a Pheldspar gun. 

The press reported as a national calamity 
the disclosure that the entire Pheld estate, 





Mr. Johnson, a Chicago attorney, is a 
member of Bell, Boyd, Marshall & Lloyd. 


including the widespread Pheldspar inter- 
ests which by now constituted the larger 
portion of the nation’s industry, had been 
willed to a charitable foundation. Stock 
exchanges closed, and a bank holiday was 
declared. Two days later Congress by joint 
resolution amended Chapter IX of the 
Bankruptcy Act to permit the filing of a 
petition for the reorganization of the fed- 
eral government, and the next day such 
a petition was filed by the Secretary of the 
Treasury showing no visible means of 


support. [The End] 





THIRTEEN STATES REQUIRE CORPORATION RETURNS MARCH 15 


Corporations reporting on a calendar-year basis, in addition to wrestling 
their way through the federal income tax returns by March 15, will be required 
to file state returns on that date in 13 jurisdictions. 


At the federal level, the reporting requirements for corporations subject to 


The Last Taxpayer 


the excess profits tax are still in enough’ confusion so that many corporations 
plan to ask for extensions of time; the federal government has authorized col- 
lectors to grant 90-day extensions this year in the first instance instead of the 
usual 30-day stays. 


Life will be at least a little simpler for the tax man seeking an extension 
on federal returns if he can get the same delay in filing state returns, thus avoid- 
ing duplication of efforts. Here are the extension provisions in the states in 
which returns are due March 15: 


Interest Interest 
on on 
State Extension Payment State Extension Payment 
Alabama ........ 6 months None North Carolina . Reasonable 4% 
Axigona. . 2.2.6. Reasonable 6% North Dakota Reasonable None ?® 
California ....... 6 months 6% Oklahoma 6 months 6% 
Georgia .........6months 6% * South Carolina. Reasonable 6% 
BGAN: . 25 6c cacs 90 days 6% tS 6 months None 
Minnesota ....6months 4%* Wisconsin 30 days 5% 
Mississippi ...... Reasonable 6% 


In all states, applications for extensions must be made before March 15. 
In states imposing interest penalties, part of the loss can be avoided by filing 
and paying the tax upon a tentative return. 


1A tentative return may be required to 


3 As a condition for granting an exten- 
be filed on or before the due date and a_ sion of time, the Tax Commissioner may 
bond may be required to insure payment 


require a tentative return and payment of 
of tax. one fourth of the tax based on such tenta- 
2 Tentative returns will be required and 


tive return. 
payment of the tax must be made on the 
basis of the tentative returns. 


Uniformity of State Income Taxation 


SOMETHING MUST BE DONE TO RECTIFY THE SITUATION WHERE, UNDER 
STATUTES NOW IN FORCE, THE TAXPAYER FACES THE PROBABILITY 
OF BEING TAXED ON THE SAME INCOME BY TWO OR MORE STATES 


HUS FAR, uniformity in state income 

taxation. has been somewhat like the 
remark of Mark Twain about the weather 
—it is something that everybody talks about 
but nobody does anything about. It is my 
wish that this will not be too long true. 


State income tax statutes generally have 
been enacted with only one purpose in view 
—that of raising needed revenue. Little, if 
any, consideration has been given to the 
plight in which the taxpayer might eventu- 
ally find himself. Each statute may seem 
good to each of the 33 states having a net 
income tax or franchise tax measured by 
net income, but the total of these laws, 
with all their conflicting and overlapping 
provisions, is a nightmare to the taxpayer. 
The exigency of the situation demands a 
solution. Uniformity of state income taxa- 
tion may be like the pot of gold at the end 
of the rainbow, only a myth, but I believe 
real talent faced by real problems can and will 
find a solution. ‘Necessity is the mother of 
invention” and “where there is a will, there 
is a way” ought to be proverbs proven true 
in this serious matter of tax uniformity. 


The problem of tax uniformity is too big 
and complex to deal with adequately in this 
article, so I shall confine myself to the field 
of state income taxation, and then only to 
corporate taxes. 


Perhaps the nearest approach to an ideal 
method of uniform state taxation, so far as 
a tax on net income is concerned, is for the 
states to abandon this field of taxation, 
already exploited by the federal government 
almost to the breaking point, upon condition 
and agreement with the federal government 
that a percentage of the federal taxes be 
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apportioned back to the states on a formula 
to be mutually agreed upon for that purpose. 


Many objections can and will be offered 
to the states surrendering the income tax 
field to the federal government. I could 
mention several here, but I will discuss only 
the two which I consider the most serious. 
First, and I consider this the most objec- 
tionable of all, there is the further tendency 
to centralized government and the surren- 
dering of fundamental and sovereign rights 
by the several states. Then there is the ob- 
stacle of properly apportioning the revenue 
to the several states. I believe it was Napo- 
leon who once said: “Impossible is a word 
to be found only in the dictionary of fools.” 
It is my belief, however optimistic that may 
be, that the objections to and difficulties in 
such a plan can be overcome if approached 
with proper determination and understand- 
ing and with a zeal somewhat akin to that 
employed by critics of the present lack of 
uniformity. 


The ideal in this matter, however, as in 
other matters, is the thing for which we 
continually strive, but we must be content 
with the nearest approach thereto. Until 
such time as the federal government and 
the several states can be induced to adopt 
such a plan, let us look to the possibility of 
state uniformity. 


With the filing of many state income tax 
returns, no two of which are alike and, in 
most instances, even similar, the possibility 
of uniformity is of paramount importance 
to many taxpayers. Of greater importance 
to the taxpayer is the possibility, and even 
probability, of being taxed on the same income 
by two or more states under state statutes 


March, 1952 e TA X ES — The Tax Magazine 








mula 
pose. 


fered 
: tax 
ould 
only 
10Us, 
bjec- 
lency 
rren- 
‘ights 
e ob- 
renue 
lapo- 
word 
ools.” 
may 
ies in 
iched 
tand- 
. that 
ck of 


as in 
h we 
ntent 
Until 
t and 
adopt 
ity of 


ie tax 
ad, in 
ibility 
‘tance 
‘tance 
even 
ncome 
atutes 


yazine 








By 
FRED L. COX 


Director, 
Income Tax Special Assessments, 
Department of Revenue, 
Atlanta, Georgia 


now in force. Something should and must 
be done about the uniformity of state laws 
if even the fittest are to survive. 


State uniformity is no small undertaking. 
First, there is a federal Constitutional pro- 


hibition that must be avoided or overcome. | 


‘he United States Constitution, Article I, 
Section 10, paragraph 3, provides that no 
state shall enter into a compact with an- 
other state for purposes of such a nature 
without first obtaining the consent of Con- 
gress. Then there is the human element to 
be dealt with. Each state will perhaps in- 
sist that it has the nearest to an ideal for- 
mula for the apportionment of income and, 
by an uncompromising insistence, defeat the 
very end sought. 


During recent years it has been my privi- 
lege to make a rather detailed study of dif- 
ferent state income tax statutes, and franchise 
tax statutes measured by net income, and 
the end result of that study is the present 
Section 92-3113 of the Georgia Income Tax 
Act. It may not be a cure-all statute or one 
that reaches the absolute of perfection, but 
ic 1s one that I want to suggest to all state 
taxing authorities as reflecting to the state 
the nearest dollar of income derived from 
sources within the state attributable to what 
is done in the state. A fairer basis of income 
taxation is difficult to conceive, both as it 
affects the state and the taxpayer. A similar 
apportionment of income by all the states 
would negate the possibility of taxing the 
same income in two or more states. A tax 
that is fair and is based on a principle that 
is fair is not objectionable to the taxpayer 
when compliance is rendered comparatively 
simple and inexpensive by uniformity in the 


Uniformity of State Income Taxation 


keeping of proper records and in filing—there 
is no fairness when the taxes for which a 
taxpayer is liable result in taxes based on 
more than 100 per cent of income. 


The savings that can be realized by uni- 
formity are enormous. These savings can 
be effected by a great reduction in the man- 
hours of competent personnel, both scarce 
and expensive, and by the elimination of 
expensive printing of forms for proper rec- 
cords and many other costly items that enter 
into the keeping of records and the filing of 
returns. Then, too, uniformity would be 
the best remedy for headaches, a sedative 
for distraught nerves and an analgesic for 
business pains—the best remedy that has 
ever been compounded. 


I submit the Georgia formula as the best 
yet devised to reflect to a state the net 
profit, and only that profit, derived from 
sources in the state by reason of what is 
done in the state. I bid for a better one and 
approach the bidding with an open mind. 


The first factor of the three-factor for- 
mula for apportioning income by corpora- 
tions engaged in the manufacture, production 
or sale of tangible personal property is fin- 
ished inventories. At best, capital invest- 
ments, such as_ real estate, buildings, 
machinery and equipment, furniture and fix- 
tures, automobiles, raw materials, etc., are 
only an indirect factor in producing the 
income to be taxed. The direct factor in 
producing the income is the thing you sell 
—inventories. Income is taxable in the tax- 
able period in which it is realized, that is, 
when the sales are made, not when the 
manufacturing is done. 


Under the tangible-property factor, in use 
in a number of states and formerly used in 
this state, taxpayers would frequently com- 
plain that the application of the factor was 
unfair to them for the reason that capital 
investments were made in this state during 
the war years at peak prices, whereas cap- 
ital investments were all made outside 
Georgia at one third such cost basis less 
many years of depreciation. A taxpayer 
with equal logic would then argue that the 
tangible-property factor was not fair as 
applied to him for the reason that he had made 
his capital investments in Georgia in 1945, 
a high-cost period, whereas his chief com- 
petititor in this state with an equal pro- 
duction capacity had made his capital in- 
vestments in 1933 at one-third the cost and 
with an additional advantage of 12 or 13 
years of depreciation. It takes not the wis- 
dom of Solomon to see the logic of such 
argument. : 
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Another very serious fault found in the 
use of the tangible-property factor was tax 
avoidance by use of rental property. This 
can be partially overcome by capitalization 
of rents, but having to resort to capitaliza- 
tion is only an evidence of the weakness of 
such a factor and a fertile field for contro- 
versy about the method of capitalization to 
be used. 


Raw materials are not a direct income- 
producing factor until they have been proc- 
essed and made marketable. 


The payroll is generally recognized as a 
fair measurement of the activities engaged 
in by the taxpayer, and it is a direct con- 
tributing factor to the production of the 
income to be apportioned. Little argument, 
and that feeble, has been advanced against 
it. So I pass on to the third factor used in 
the Georgia formula. 


Just as inventories and payroll are direct 
income-producing factors, so is the money 
received from the thing sold. That the 
source from which the money is derived is 
paramount is inescapable. Thus the money 
from the thing sold and the source from 
which derived are of sufficient importance 
to justify the receipts factor. 


The old sales factor, formerly in use by 
Georgia, presents many objectionable fea- 
tures. Especially is this true when it is 
premised on an office or place of doing 
business, instead of an activity, in the state. 
The sales factor loses its force altogether 
when robbed of its virtue in terms of value. 
The receipts factor embraces this virtue 
without the handicap of so many weak- 
nesses. An activity or transaction engaged 
in is of greater importance in creating a 
taxable event than the maintaining of an 
office or place of doing business. An office 
through which few sales are transacted and 
little or no profit is made may be main- 





tained in a state, whereas activities which 
garner a large volume of receipts and much 
profit from within the state may be engaged 
in without an office. 


By giving appropriate weight to each of 
these factors, I believe Georgia has a fair 
formula for apportioning income to be 
taxed by Georgia, leaving the same meas- 
urement as a basis for taxation by other 
states. Just how best and most expedi- 
tiously to bring this to accomplishment by 
all the states imposing a tax on net income, 
I do not profess to know, but if both the 
need and desire are strong enough, the 
solution will evolve. 


Congress could go a long way in pro- 
moting uniformity of state income taxation 
by exercising the power vested in it by the 
Commerce Clause of the United States Con- 
stitution and appropriately prescribing that 
no state could impose a tax on income de- 
rived from interstate commerce unless the 
laws of such state conformed to a standard 
authorized by Congress for uniformity of 
state income taxation. This is not intended 
as a remote suggestion that states should 
be prohibited from imposing a tax on in- 
come derived from interstate commerce. |] 
think they should, but it should be done not 
for revenue alone. Such a law should give 
appropriate consideration to the one against 
whom the tax is imposed. That, in my 
opinion, has not heretofore been done. 


Congress cannot direct a sovereign state 
to pass certain laws or to enact any statute 
in a certain manner, but it can and should 
for the economic interest of the nation, ‘so 
far as interstate commerce is concerned, lay 
down a line over which the state could not 
step. The solution to this would be uni- 
formity by the states. So mote it be. 


[The End] 


TV CONVERSIONS AND MODEL DRESS SALES 


The sales tax liability in two types of 
transactions—TV conversions and the 
sale of model garments—was the subject 

| of two recent bulletins of the Comp- 
troller of the City of New York. 


The Comptroller has ruled that when 
television sets are converted into larger 
units, sales tax must be paid on the total 
receipts derived from such conversions. 
However, the tax does not apply to pur- 
chases by the converter of parts and 
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materials which become physical com- 
ponent parts of such renovated sets. 
(Issued December 21, 1951.) 


When sales are made by garment de- 
signers to manufacturers who are to use 
such dresses as models, such sales are 
sales at retail and subject to sales tax, 
the Comptroller has announced. He says 
this is true even though the manufac- 
turers may later sell or give away these 
garments. (Issued January 4, 1952.) 
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Business Purpose — 
OR 


“Business Continuation’ ? 


By CECIL J. McCAFFREY 


THE PROBLEM OF COMPLYING WITH THE BUSINESS-PURPOSE REQUIRE- 
MENT, SAYS THE AUTHOR, A NEW YORK ATTORNEY, IS SOLVED IF 
THE REORGANIZATION DOES WHAT THE COURTS SAY IT MUST DO 


O*® two main requirements for a tax-free 
reorganization, the “business-purpose” 
requirement is the one that is apt to give 
the most trouble. The other requirement; 
“literal compliance with the statute,” merely 
requires care that the various steps of the 
reorganization are carried out in the manner 
and order described in the statute. Busi- 
ness purpose is a rather vague concept. It 
defies clear definition, and since business 
purpose cannot be pinned down in concrete 
terms, an attorney is apt to feel uncertain as 
to whether the government and the courts 
will agree that a particular reorganization 
he is planning satisfies the business-purpose 
test. 

It is probable that because of this uncer- 
tainty, a great many plans for reorganiza- 
tion which would actually benefit the busi- 
ness have been discarded because of fear 
of the tax consequences. Few attorneys 
are going to recommend even a beneficial 
reorganization of the business if it involves 
serious danger that the client will be bur- 
dened with additional, heavy taxes. 

Actually, the business-purpose requirement 
need not be such a bugbear. Essentially, it 
is simply a way of keeping corporations from 
using the reorganization device as a means 


of distributing gain to their stockholders - 


without tax. 

Unquestionably it is desirable that cor- 
porations change their financial structures 
and methods of operating from time to time 
in order to meet the needs of changing 
business conditions and to take advantage 
of new opportunities. In considering whether 


“Business Purposes” 





or not to make such changes, the corpora- 
tion must consider the tax consequences. 
These may be serious enough to outweigh 


‘the advantage to be gained by making 


the change. 


The law permits such reorganizations, 
undertaken for business reasons, to be made 
without tax. The purpose is to make sure 
that corporations do not forego the oppor- 
tunity to make desirable changes because 
of the tax burden. This part of the law 
is not concerned with either facilitating or 
preventing tax avoidance. It is concerned 
merely with facilitating the completion of 
those reorganizations that are desirable from 
a business standpoint. 


The tax exemption granted to business 
reorganizations is an exception to the gen- 
eral rule that exchanges and distributions 
involving gain are taxable. Since the law 
permits this exemption only to promote the 
business welfare, it is only natural that it 
should seek to keep corporations from 
obtaining the advantage of the exemption 
for transactions having nothing to do with 
business. 


If we accept the above as a correct state- 
ment of the philosophy underlying the re- 
organization provisions, the law should allow 
the tax exemption to any genuine reorgan- 
ization of business, even where tax saving 
is an important factor in the decision to 
reorganize. It does this. The law should 
also refuse the exemption only when there 
is no real reorganization of the business but 
merely a scheme to avoid taxes. It does 
this also. 
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The statutory language covers only the 
form the transaction must take. Tax avoid- 
ance goes to the essence. Consequently, 
the mere fact that a reorganization meets 
the formal requirements of the statute does 
not mean that the reorganization is a real 
one. Something more is needed to test the 
substance. In Gregory v. Helvering (35-1 
ustc 9043, 293 U. S. 465) the Supreme 
Court provided a test. That test is the 
so-called business-purpose test. 


Name Misleading 


Actually, business purpose, as a name, is 
misleading. The Supreme Court did not say 
in its Gregory opinion, as it is popularly 
deemed to have said, that a reorganization 
must have a “corporate business purpose.” 
It did remark that the reorganization be- 
fore it (the Gregory reorganization) had “no 
business or corporate purpose,” but it stated 
only one requirement, namely, that the 
business must be really reorganized. Here 
are the exact words of the court: 


“When subdivision (B) speaks of a transfer 
of assets by one corporation to another, it 
means a transfer made ‘in pursuance of a 
plan of reorganization’ [§112 (g)] of cor- 
porate business; and not a transfer of assets 
by one corporation to another in pursuance 
of a plan having no relation to the business 
of either, as plainly is the case here. Put- 
ting aside, then, the question of motive in 
respect of taxation altogether, and fixing 
the character of the proceeding by what 
actually occurred, what do we find? Simply 
an operation having no business or cor- 
porate purpose—a mere device which put on 
the form of a corporate reorganization as 
a disguise for concealing its real character, 
and the sole object and accomplishment of 
which was the consummation of a precon- 
ceived plan, not to reorganize a business or 
any part of a business, but to transfer a 
parcel of corporate shares to the petitioner.” 


Thus, a-Section 112 (g) reorganization 
(a tax-free reorganization) is one where 
the transfers reorganize the corporate busi- 
ness, not one where the transfers have no 
relation to business. 


Note that the court, “put aside the ques- 
tion of tax motive, altogether” and “fixed 
the character of the reorganization by what 
was done.” The court of appeals, comment- 
ing on this in Survaunt v. Commissioner (47-2 
ustc 79344, 162 F. (2d) 753 (CCA-8), 
affirming CCH Dec. 14,726, 5 TC 665 
(1945)) said: 
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“The [Gregory] opinion carefully points 


* out that the character of a reorganization 


proceeding under §112 (g) depends not 
upon the motive of the stockholders but 
upon ‘what was done’. The plan of reor- 
ganization must comprehend, and the new 
corporation created, must when consum- 
mated carry on in whole or in part the 
corporate business of the old corporation. 
The motive of the stockholders is immate- 
rial, if a reorganization of the corporate 
business is in fact accomplished.” 


Thus, any assumption that a reorganiza- 
tion must be taxable if the primary motive 
is tax saving, is unwarranted. So long as 
the business is really reorganized, the tax- 
payer can have any motive he wants. 

It takes only a moment of thought to 
bring the realization that a rule that per- 
mits tax saving to be the primary motive 
in a business transaction is much sounder 
than one that requires it to be secondary. 
In these days of high taxes, the saving of 
taxes is rarely, if ever, a secondary con- 
sideration, and no business transaction will 
qualify as “good business” unless primary 
consideration has been given to minimizing 
the resulting tax burden as much as is 
possible. Corporate management that does 
not continually search actively for ways to 
reduce taxes in any way the law permits 
is not considered sound management. 
Therefore, it would be neither practical nor 
feasible to try to tax every reorganization 
that was undertaken primarily to save taxes. 


The statement from the Survaunt case is 
important, because there has been some 
feeling that a reorganization will not be 
deemed to pass the business-purpose test 
if the principal objective is to save taxes. 
The idea is that the main objective must 
be some vital change in the corporate struc- 
ture or the conduct of the business and 
that if there is also present a tax-saving 
motive, this must be subordinate to the 
main purpose. 


Interpretation of Gregory Case 


The source of this idea is the phrase “no 
business or corporate purpose” in the por- 
tion of the Gregory opinion already quoted. 
This was subsequently interpreted as re- 
quiring that a reorganization must have a 
“corporate business purpose” as distinguished 
from a “purpose personal to the stockhold- 
ers.” Since the “purpose personal to the 
stockholders” is inevitably the distribution 
of property to them with either a partial or 
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complete exemption from taxes, the Gregory 





case was regarded as barring tax-free treat- 
ment to a reorganization brought about 
primarily to save taxes for the stockholders. 


As indicated above, the Supreme Court 
did not say that a reorganization cannot 
be tax free unless it has a “business or 
corporate purpose.” It merely remarked 
that such was the case in the reorganiza- 
tion before it. What the court did say is 
that the statute grants a tax exemption to 
reorganizations of corporate business but 
not to reorganizations that haye no relation 
to corporate business. 


As for the distinction between a “corpo- 
rate business purpose” and a “purpose per- 
sonal to the stockholders,” it is a technical: 
distinction rather than a practical one. As 
the court of appeals put it in the Survaunt 
case, it would be “difficult to conceive the 
reorganization of a corporation in which 
the stockholders did not have some ‘nersonel 
reason’ for effecting a change in the cor- 
porate affairs.” 


Making a Reorganization Tax Free 


What does make a reorganization tax 
free? The rule is stated in the Supreme 
Court’s opinion in the Bagley case (Bagley 
v. Commissioner, Adams v. Commissioner, 
47-1 ustc 7 9288, 331 U. S. 737, affirming 
46-1 ustc J 9237, 9238, 155 F. (2d) 237, 246 
(CCA-3), CCH Dec. 14,423, 4 TC 897 
(1945), CCH Dec. 14,631, 5 TC 351 (1945)), 
as follows: 


“Tt was not the purpose of the reorgan- 
ization provision to exempt from payment 
of a tax what as a practical matter is 
realized gain. Normally, a distribution by a 
corporation, whatever form it takes, is a 
definite and rather unambiguous event. It 
furnishes the proper occasion for the deter- 
mination and taxation of gain. But there 
are circumstances where a formal distribu- 
tion, directly or through exchange of secu- 
rities, represents merely a new form of the 
previous participation in an enterprise, in- 
volving no change of substance in the rights 
and relations of the interested parties one 
to another or to the corporate assets. As 
to these, Congress has said that they are 


not to be deemed significant occasions for. 


determining taxable gain.” 


In other words, the reorganization is tax- 
able if the stockholders realize gain, but is 
not taxable if they merely continue their 
participation in another form. This is a 
reasonable distinction and is in accordance 
with accepted tax principles. 


“Business Purposes” 





Since continuation of participation is the 
sine qua non of a tax-free reorganization, 
a court with a reorganization before it will 
be concerned chiefly with determining 
whether the participation actually was con- 
tinued. In cases where the reorganization 
involves a transfer to a new corporation or 
to another existing corporation, the court 
will have to find that the transferee cor- 
poration continued the business of the 
transferor (Survaunt v. Commissioner). This 
will not be sufficient if the reorganization 
is merely the recapitalization of the existing 
corporation, because the recapitalized corpo- 
ration always continues the business. There- 
fore, in the case of a recapitalization the 
court will have to find that the stockholders’ 
investment in the corporation continued to 
the same extent after recapitalization as 
before. 


The leading cases support the proposition 
that the business-purpose requirement is 
satisfied if the stockholders continue their 
participation, regardless of whether the 
principal motive is tax saving or some- 
thing else. 


In the Gregory case, for example, the 
Supreme Court taxed the reorganization, be- 
cause the new corporation was created not 
to continue the business of the old but 
merely as a dévice to transfer property to 
Mrs. Gregory at a capital-gains tax rate 
which was lower than her regular rate. 
The old corporation owned 1,000 shares of 
stock of another, unrelated corporation. 
Mrs. Gregory, aS sole owner of the old cor- 
poration, wished to obtain the shares, but 
not as an ordinary dividend. With the ob- 
ject of obtaining the shares at the more 
favorable capital-gains tax rate, she ar- 
ranged what she hoped would be accepted 
as a tax-free reorganization. A new corpo- 
ration was organized, the existing corpora- 
tion transferred the 1,000 shares to the new 
corporation and, in return, the new corpora- 
tion issued all of its own shares directly 
to Mrs. Gregory. A few days later the new 
corporation was dissolved and the 1,000 
shares were distributed in liquidation to 
Mrs. Gregory as sole stockholder. 


Conceding that a technically tax-free re- 
organization had been accomplished, the 
Supreme Court, nevertheless, upheld treat- 
ment of the distribution as an ordinary 
dividend. The court did not object to the 
fact that tax savings had been the motive. 
What it did object to was the fact that 
(using the court’s own words) the new cor- 
poration was nothing more than a con- 
trivance brought into existence solely to 
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transfer the 1,000 shares of stock to Mrs. 
Gregory, and immediately put to death 
when that limited function had been exercised. 


Lewis v. Commissioner 


In Lewis v. Commissioner (49-2 ustc 
99377, 176 F. (2d) 646 (CA-1), affirm- 
ing CCH Dec. 16,433, 10 TC 1080 (1948)), 
decided in 1949 and, therefore, recent au- 
thority, the court almost went to the extent 
of saying that the business-purpose require- 
ment is met simply by continuing the busi- 
ness in the transferee corporation. 


In the Lewis case the stockholders of a 
corporation engaged in the manufacture 
and distribution of chemicals wished to sell 
the business. They succeeded for the most 
part but were unable to obtain a satisfac- 
tory price for one branch of the business, 
the manufacture of chemicals for the textile 
industry. They decided to continue this 
part of their operations in the corporation 
until they could obtain a better price. How- 
ever, there were certain miscellaneous as- 
sets they did not wish to leave at the risk 
of the chemical business. Therefore, they 
organized a new corporation, the new cor- 
poration transferred all of its stock to the 
old corporation for the chemical-manufac- 
turing assets and the old corporation dis- 
tributed the new corporation’s stock and 
the miscellaneous assets to the stockholders 
and then dissolved. The new corporation 
operated the chemical-manufacturing busi- 
ness for three years thereafter and then, 
receiving a satisfactory offer for it, sold it 
and dissolved. 


An unusual feature of this particular re- 
organization is that it was not intended to 
be tax free. The plan to organize the new 
corporation had been adopted upon advice 
of counsel that the cheapest way, taxwise, 
to get the miscellaneous assets out of the 
old corporation would be to transfer the 
chemical-manufacturing assets to a new 
corporation and then distribute the miscel- 
laneous assets in liquidation of the old 
corporation. Retention of the chemical-manu- 
facturing assets in the old corporation, with 
a partial liquidation to distribute the mis- 
cellaneous assets, would have been no good. 
All of this occurred in 1941, at a time when 
the gain on a partial liquidation was taxed 
as a short-term gain regardless of how long 
the liquidated stock had been held. In 
order to get the benefit of the long-term- 
capital-gains limitations, it was necessary 
to have a complete liquidation, and since 
the stockholders wished to continue operat- 





ing the chemical-manufacturing business in 
corporate form, it was necessary to move 
the chemical-manufacturing assets into a 
new corporation to pave the way for a 
complete liquidation of the old corporation. 
Hence the reorganization. 


The important thing is that the stock- 
holders were not motivated by a desire to 
reorganize their business. It is true that 
they did wish to continue the chemical- 
manufacturing business, but if that was the 
only consideration, they could have done it 
just as well in the old corporation as in the 
new. The primary consideration was not 
the chemical-manufacturing business at all 
but was distribution of the miscellaneous 
assets to the stockholders at the smallest 
tax cost to them. 


Treating the reorganization as not tax 
free, the stockholders reported a long-term 
capital gain on the liquidation of the old 
corporation. However, the Commissioner 
elected to treat the transaction as a tax- 
free reorganization. There was considerable 
realized “boot” involved, with the result that 
a tax-free reorganization would mean more 
revenue for the government. 


In the courts the stockholders claimed 
that the reorganization could not be tax 
free, because their plan was motivated by 
a “shareholder purpose” and not the “cor- 
porate purpose” which they contended the 
Gregory case requires. They pointed out 
that the old corporation could have con- 
tinued the chemical-manufacturing business 
and that the sole reason for creating the 
new corporation was protection of the mis- 
cellaneous assets for themselves. 

If the Gregory case really does require 
that the reorganization be motivated by a 
business or corporate purpose, the stock- 
holders in the Lewis case should have been 
upheld. But they were not. Both the Tax 
Court and the circuit court upheld the 
Commissioner’s finding that a.tax-free re- 
organization had been accomplished. The 
circuit court, rejecting the theory that a 
reorganization must have a “corporate busi- 
ness purpose” as distinguished from a 
“purpose personal to the stockholders” 
stated: 

“The separate legal entity of these cor- 
porations should not obscure the fact that 
they are operated by their shareholders in 
a manner thought best calculated to serve 
the latter’s interests. What is deemed best 
for the shareholders is deemed best for the 
corporation, and vice versa. We think it 
not insignificant that, in affiming the Bazley 
and Adams decisions, the Supreme Court 
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gave no countenance to the distinction peti- 
tioners advocate.” 


Since Gregory, Bazley and Adams are all 
Supreme Court decisions, the court was 
quite right in giving significance to how 
Bazley and Adams interpreted Gregory. 

Coming down to the circuit court’s idea 
of what constitutes reorganization of the 
business of the corporation, it had this to 
say: 

“As we have stated, continuance of the 
business is a sine qua non of a statutory 
reorganization, but we need look no fur- 
ther than the Bazley case to see that in 
some contexts the mere fact that the busi- 
ness is continued does not mean that a 
statutory reorganization has taken place. 

Hence, to denominate as ‘business 
purpose’ the intention to have the new com- 
pany continue the chemical manufacturing 
business would serve only to confuse. 
Whatever remaining utility there may be 
in the ‘business purpose’ test, reliance upon 
such formula must not become a substitute 
for independent analysis. The controlling 
factor which we have concluded brings this 
case within the statute is that a basic ele- 
ment of the plan was the continuance of 
the chemical manufacturing business in the 
corporate shell of the new company, with the 
gain... not having sufficiently crystallized for 
recognition, because the collective interests 
of the shareholders ‘still remained in solution’.” 

In a nutshell what the court says here 
is that while mere continuance of the busi- 
ness does not constitute a statutory re- 
organization, continuance of the business 
was sufficient to make the Lewis transac- 
tion a statutory reorganization. 


Contradiction Between Cases 
Explained 


This looks like a case of “it is and it 
isn’t.” However, the apparent contradiction 
can easily be explained away. The court 
refers to the Bazley case as its example in 
stating the general rule that continuance of 
the business does not, of itself, make a re- 
organization tax free. The Bazley reor- 
ganization was a recapitalization. As has 
already been stated, continuance of the 
business by a _ recapitalized corporation 


proves nothing, since the recapitalized cor-- 


poration always continues the business. If, 
as a general rule, continuance of the busi- 
ness was all that was necessary to make a 
reorganization tax free, every recapitaliza- 
tion that complied with the literal require- 
ments of the statute would be tax free. 
There would be no business-purpose re- 


“Business Purposes” 





and this 


quirement for recapitalizations, 
would discriminate against other types of 


reorganization. It would also make tax 
avoidance on the distribution of corporate 
earnings a simple matter. 


We must bear in mind, in connection 
with this, that all reorganizations are sub- 
ject to the same test. That test is: Did 
the stockholders continue participating to 
the same extent after the reorganization 
as before? If the courts are willing to ac- 
cept continuation of the business in the 
transferee, where the reorganization in- 
volves more than one corporation as suf- 
ficient evidence of a right to the tax 
exemption, it is only because they feel that it 
establishes the necessary continuation of 
participation. If they require more proof 
where only one corporation is involved, it 
is because they feel more proof is needed. 
However, they are applying the same test 
to both types. 


Assuming that the court of appeals, in 
the Lewis case, refused to state a general 
tule as to the evidence required only be- 
cause such a rule could not apply to a 
recapitalization, but noting that the court 


‘ did say that continuance of the business 


was the reason it held the Lewis reorgani- 
zation to be tax free, the Lewis case would 
seem to be pretty good authority that, 
except in recapitalization cases, the business- 
purpose bogey can be overcome by con- 
tinuing the business in the transferee 
corporation. 


Survaunt v. Commissioner 


Survaunt v. Commissioner supports this 
proposition. In the Survaunt case, two stock- 
holders wished to refund their personal 
debts with corporate notes, but state law 
prevented this. Therefore, they dissolved 
their corporation, organized a new corpora- 
tion to carry on the business of the old 
in exactly the same manner and transferred 
the assets of the old corporation to the new 
in exchange for all its stock and assump- 
tion of their personal debt. Survaunt claimed 
a liquidating loss on dissolution of the old 
corporation. Relying on the Gregory case, 
he argued that the reorganization was tax- 
able because undertaken for the personal 
benefit of the stockholders. 


Both the Tax Court and the court of 
appeals rejected Survaunt’s thesis. The 
court of appeals pointed out that in the 
Gregory reorganization the new corpora- 
tion never transacted any business nor was 
it intended that it do so. On the other 


hand, in the Survaunt reorganization, the 
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new corporation not only took title to 
the assets but it continued to carry on the 
identical corporate business the old corpo- 
ration had operated since its inception. 


The recapitalization cases give further 
support to the theory that the vital factor 
is continuation of the participation, not 
motive. 


In both the Bazley and Adams cases the 
Supreme Court taxed the distribution of 
debenture bonds in a recapitalization on the 
theory that the distribution was a partial 
severing of the stockholders’ investment 
in the corporation and that, consequently, 
this investment did not continue to the 
same extent. The court of appeals in Heady 
v. Commissioner (47-1 ustc $9295, 162 F. 
(2d) 699 (CCA-7), affirming CCH Dec. 
17,702(M), 4 TCM 800 (1945)) taxed a 
similar distribution in another recapitaliza- 
tion for the same reason. However, while 
there was no real corporate benefit achieved 
by the Bazley and Adams recapitalizations, 
the Heady recapitalization had a definite 
“corporate business purpose.” 
that the court taxed the recapitalization 
anyway is pretty good evidence that the 
important thing is the continuation of the 
participation by the stockholders, not their 
motive. 


Heady v. Commissioner 


In the Heady case, death of the owner 
of a business made it necessary to obtain 
a new manager. Good management was 
more vital to this particular business than 
were its assets. The only qualified man 
obtainable, a man named Gray, refused to 
come in unless he could acquire an owner- 
ship interest. There were two obstacles, 
namely, Gray did not have the funds to 
purchase stock and the family of the de- 
ceased owner wished to be sure of receiv- 
ing full value for their holdings before letting 
control pass from them to Gray. 


A recapitalization was arranged by which 
the old stock held by the family of the 
deceased owner was exchanged for new 
stock and debentures. The debentures 
about covered the surplus earnings. Gray 
was to receive salary and bonus, but the 
bonus was to be applied to purchasing 
stock and retiring the debentures. 


tirement plan for the debentures was 


followed that was designed to result in con- 


trol passing to Gray at just about the time 
the old stockholders had received all of 
the accumulated earnings of the corpora- 
tion. 


The fact’ 


A re- 








Both the taxpayers and the Tax Court 
argued about motive. The taxpayers argued 
that the motive had been to obtain the new 
manager needed by the business and that 
this was a valid business purpose. The Tax 
Court said the main motive had been to 
segregate the earned surplus for the old 
stockholders, that this was not a satisfac- 
tory business purpose and, therefore, the 
distribution of the debentures was a tax- 
able dividend. 


The court of appeals supported the Tax 
Court in holding the recapitalization tax- 
able, but thought the argument between 
the taxpayers and the Tax Court “wrongly 
emphasizes the motive of the transaction 
rather than the ultimate effect of it.” It 
cited the Bazley and Adams decisions as 
emphasizing the effect of a distribution 
rather than the motive and as supporting 
its thesis that tax exemption is granted 
to facilitate a recapitalization only when 
undertaken to strengthen the financial 
structure of the corporation where required 


by business exigencies and where under-: 


taken for reasons germane to continuance 
of the business. 


Thus, according to the court, the fact 
that the recapitalization resulted in a par- 
tial severing of the stockholders’ invest- 
ment was sufficient to make it taxable even 
though one of the main motives was the 
perfectly valid “corporate business pur- 
pose” of obtaining Gray’s service. 


Business Purpose as Factor 
in Statutory Reorganizations 


The conclusions arrived at by the busi- 
nesS-purpose cases discussed in this article 
—and these are the most recent decisions 
by the higher courts on the subject—do 
not leave very much of the _ business- 
purpose theory. Indeed, the court of ap- 
peals in Lewis v. Commissioner seemed to 
imply that business purpose has been pretty 
well discredited as a factor in statutory 
reorganizations. Referring back to the ex- 
cerpt from the court’s opinion already 
quoted, we find this statement: “Whatever 
remaining utility there may be in the ‘busi- 
ness purpose’ test, reliance upon such 
formula must not become a substitute for 
independent analysis.” Surely this is rejec- 
tion of business purpose as the yardstick 
in the reorganization question. 


It is true that the Commissioner’s Regu- 
lation (Regulations 111, Section 29.112 
(g)-2) and the Tax Court (Carter Coal 
Company, CCH Dec. 18,531(M), 10 TCM 
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858 (1951)) still talk of the necessity for 
a business purpose. However, they are 
merely trying to give effect to the Gregory 
case, and no interpretation of that case can 
put something into it that is not there. In 
any case, a rule enunciated by the Bureau 
or the Tax Court, if brought to a test, has 
only as much weight as the higher courts 
permit it to have, and recently the higher 
courts have not given this rule much 
weight. 

The language of the Regulation is inter- 
esting. It states that the reorganization 
“must be undertaken for reasons germane 
to the continuance of the business” and 
then explains that the statute “contemplates 
genuine corporate reorganizations which 
are designed to effect a readjustment of 
continuing interests under modified corpo- 
rate forms.” In other words, a transfer 
that readjusts continuing interests is one 
that is undertaken for business reasons.: 
It would be more logical to say that a 
transfer that readjusts continuing interests 
is one that does just that, regardless of 
what the reasons are. 


Recognition of Real Reorganizations — 


It was stated at the beginning of this 
article that business purpose cannot be de- 
fined in concrete terms. That still holds,,- 
and this article is not to be taken as an 
attempt to do the impossible. 


It is unfortunate that we cannot have a 
specific set of rules for business purpose, 





so that a taxpayer and his attorney, plan- 
ning a reorganization, could say: “If we 
do such and such, it will be clear to the 
government and to any court that this is 
a genuine reorganization.” This is impos- 
sible, since we are dealing with an abstract 
concept, so all we can do is come as close 
as possible to a rule. 


We are concerned only with preventing 
the taxing of genuine reorganizations. If 
the reorganization is genuine, there will be 
no difficulty in showing good reasons for 
bringing it about. The problem is to make 
sure a real reorganization is actually ac- 
complished. 


A real reorganization is accomplished if 
it meets both the literal requirements of the 
statute and the business-purpose require- 
ment. 


Compliance with the statute is merely a 
matter of exercising care. The problem of 
complying with the business-purpose re- 
quirement can be tackled in only one way, 
that is, by making sure that the reorganiza- 
tion does what the courts say it must do. 
As has been shown, the courts say that 
where the reorganization involves more 
than one corporation, the transferee corpo- 
ration must continue the business of the 
transferor, and where the reorganization 
involves only one corporation, the recapi- 
talization of that corporation must be 
completed without distribution to the stock- 
holders of anything that can be considered 
as constituting a partial severance of their 
investment. [The End] 





OVER-CEILING WAGES 


The Bureau of Internal Revenue, in a 
special ruling, has indicated that to the 
extent that wage increases relate to 
services rendered in the year of applica- 
tion or years prior thereto, such in- 
creases which are retroactive and are 
subject to approval by the Salary Stabi- 
| lization Board are deductible by an em- 
| ployer in the year in which the employer 
filed an application for such approval. 
However, the Board says that if wage 
increases ordered by it are contested by 
the employer, a deduction therefor is 
allowable in the year in which the con- 
troversy is settled. 





The Board has also ruled that an em- 
ployee on the cash basis is taxable on 
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the wage increase in the year in which 
received. If the wage increase received 
or accrued in the taxable year exceeds 
15 per cent of the employee’s gross income 
for that year, however, he may receive 
direct relief under Section 107 (d) (1). 


This ruling was prompted by a letter 
from the chairman of the Salary Stabili- 
zation Board to the Bureau. This letter 
reads in part: “The volume of applica- 
tions for adjustment in salaries and 
other compensation filed during 1951, a 
substantial number of which were re- 
ceived well before the close of the year, 
has been such that our limited staff was 
unable to complete action upon many of 
them before the year-end.” 





CLAIMS FOR REFUND 


A REFUND CLAIM IS NOT A MERE ATTEMPT TO LOCK THE STABLE AFTER 


THE HORSE IS STOLEN. 


IT IS A DEVICE TO BE USED TO INSURE A 


LEGAL OR TACTICAL POSITION AS WELL AS AN INSTRUMENT FOR THE 
TRANSFERENCE OF JURISDICTION OF A FEDERAL TAX CONTROVERSY 


EFORE delving into the technicalities 

of claims for refunds, I should like to 
give you the statements of two judges on 
the approach which the government should 
have in tax matters. 


In Trapp v. Jones, 50-1 ustc 9101, 87 F. 
Supp. 415 (1949), the district judge for the 
western district of Oklahoma said: 


“The Court has been impressed in the 
hearing of this cause by the apparent views 
of the administrative officers in the adminis- 
tration of the income tax statutes. More 
or less confusion has come about by the 
misinterpretation of the statutes and the 
decisions. The statutes were not enacted 
for the purpose of ‘tax ferreting’ or for 
seizing upon technicalities to force the tax- 
payer, who reports his income on a legiti- 
mate basis, into paying excessive or fanciful 
taxes. It is burden enough for the taxpayer 
to pay the legitimate taxes on his income, 
and every effort should be exerted not to 
penalize the taxpayer for honest errors in 
preparing his returns. The income is fhe 
result of his initiative, toil and energy, and 
the ‘laborer is worthy of his hire” He 
should be encouraged in his efforts, but not 
discouraged, so long as he works within 
the framework of the law. Of all insti- 
tutions, his government, acting through its 
agencies, should not view his efforts with 


suspicion but should look through form for 


substance, and the taxpayer should be en- 
titled to every consideration that is his due. 
An income tax return, under our system, is 
a very complicated document. It is doubt- 
ful if seventy five per cent of the taxpayers 
can properly prepare their tax returns, but 


must have the assistance of those who claim 
to be experts, and the chances for grave 
and costly errors are ever present.” 


In Stockstrom v. Commissioner, 51-1 ustc 
7 10,801, 190 F. (2d) 283, Judge Prettyman 
of the Court of Appeals for the District 
of Columbia, in dissenting, said: 


““ 


it is my belief that the govern- 
ment ought to set a high standard in its 
dealings and relationships with citizens and 
that the word of a duly authorized Govern- 
ment agent, acting within the scope of his 
authority, ought to be as good as a Govern- 
ment bond.” 


Judge Prettyman added, however, that he 
wished that were the law. 


Now to the technicalities of one portion 
of the tax law where the blind lead the 
lame who assist the halt. Consider the 
cross-eyed judge before whom appeared 
three prisoners. To the first one he said: 
“What’s your name?” The second said: 
“John Jones.” The judge said to him: “T 
wasn’t asking you.” “I didn’t say anything,” 
the third replied. 


As the Tax Court, then Board of Tax 
Appeals, pointed out in Julia A. Forhan, 
CCH Dec. 12,180, 45 BTA 799 (1941), a 
claim for refund consists of some kind of 
document filed within the statutory period, 
and indicating thereon, with reasonable 
clarity, a demand for the return of overpaid 
taxes and the grounds upon which such 
demand is based, which grounds must actu- 
ally support the claimed overpayment. In 
cases too numerous for mention the courts 


194 March, 1952 e TAXES— The Tax Magazine 








sos untinncla tai a d Rc aSI ADOE Aa ie Hs AS 


ance tt Tre alan lala aioe 





d 


1e 


yn 
1€ 
1e 


aS bee bee 


tll ee a 


2) 


id 
*h 
u- 
[n 









| 
| 


a ot tt Rae aR ellie oa iain’ Hs A 


ses anit Vata gi Sic 


slat bile MOMAL ala lt 


i 
j 
; 





By KALMAN A. GOLDRING 


The author, a member of 
the New York bar, delivered 
this address on October 12, 
1951, before the Fourth An- 
nual Robert Morris Tax Forum 


in Pittsburgh, Pennsylvania 


have pointed out that the objective of a 
claim for refund is to put the Commissioner 
on notice that the taxpayer has overpaid his 
taxes and to furnish the Commissioner with 
sufficient information to allow the Com- 


missioner, through the normal facilities of 


his office, to pass upon the claim fully and 
completely. 

At the outset let me point out that while 
the primary purpose of a claim for refund 
is to obtain a return of previously paid 
taxes, it also serves a variety of subsidiary 
functions, such as keeping the statute of 
limitations open pending a clarification of 
the law on a point at issue and protecting 
a legal position taken by the taxpayer or a 
related taxpayer in other proceedings. 


The Tax Court, in the memorandum 
opinion issued August 20, 1951, in the case 
of Harry A. Gerrish, CCH Dec. 18,493(M), 
10 TCM 778, sustained the Commissioner’s 
right to issue statutory notices of deficiency 
which included the identical receipts in a 
taxpayer’s income for two completely sepa- 
rate years. By so doing the Commissioner 
left_it to the court to determine in which 
year the income was properly taxable with- 
out making any election which, if erroneous, 
might have resulted in the income com- 
pletely escaping tax. 

The obverse of this right in the Com- 
missioner is represented by the right of the 
taxpayer to file refund claims. 


Let me illustrate with a problem which 
recently came to my attention. In 1946 and 
1947 a taxpayer entered into four different 
transactions with the same person. Each 
transaction involved money which the tax- 
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payer supplied to the other person for use 
for a specific purpose. In each transaction 
the taxpayer was to receive a share of the 
profits, if any, or his money back. Late 
in 1947 the taxpayer discovered that he 
had been the subject of misrepresentations 
bordering on fraud. Properties subject to 
the transactions in some cases had never 
existed, and, in other cases, the transactions 
had been completed without the taxpayer’s 
knowledge or receipt of his share. Attempts 
to recover the taxpayer’s money in 1948 
and 1949 were unsuccessful and terminated 
when the other party disappeared in 1949. 
The taxpayer claimed an ordinary bad-debt 
loss in 1949. While I have only generally 
outlined the facts, the situation actually 
gives rise to various additional possibilities, 
including: 


(1) The taxpayer was the victim of lar- 
cenies committed in 1946 and 1947 and dis- 
covered in 1947 and 1948. 


(2) The taxpayer made nonbusiness loans 
in 1946 and 1947 which became uncollectible 
in 1947 and 1948 and for which he is en- 
titled to a capital loss with a five-year 
carry-over. 


(3) The taxpayer made business loans 
which became uncollectible in 1947 and 1948, 
and he is entitled to ordinary bad-debt 
deductions in those years instead of 1949. 


The facts are undisputed but the interpre- 
tation of the facts in terms of legal results 
is subject to grave dispute. 


While maintaining his position that the 
1949 return was correct as filed, the tax- 
payer can protect all other possibilities by 
judicious filing of refund claims for the 
various years. While he is, in effect, pass- 
ing the problem back to the Commissioner, 
he is also laying the foundation for both 
parties to have the court determine the 
answer without either loss of revenue to 
the government or an excessive collection 
of tax from the taxpayer. 


Essentials of Claim 


The essentials of a refund claim are com- 
paratively simple, to wit: 


(a) A statement that taxes have been 
overpaid in a stated amount; 


(b) A demand for the return of the over- 
paid tax; 


(c) The grounds upon which the tax- 
payer claims that his tax has been overpaid 
which support the conclusion that the tax 
has been overpaid. 
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If the claim is filed within the period of* 
limitations, the statutory requirements, as. 
such, are complied with. 


Unless the statutory requirements have 
been complied with, the Commissioner has 
no power to waive the requirements of the 
Regulations and the refund claim is not capable 
of amendment after the running of the statute. 
This is the basis for the Supreme Court’s hold- 
ings in U. S. v. Garbutt Oil Company, 38-1 
ustc 9021, 302 U. S. 528; and U. S. vw. 
Memphis Cotton Oil Company, 3 ustc ¥ 1025, 
288 U. S. 62 (1933). 


In U. S. v. Felt and Tarrant Manufacturing 
Company, 2 ustc J 708, 283 U. S. 269 (1931), 
the Court pointed out that the grounds for 
the claim are an essential part of the claim; 
that no recovery can be permitted unless 
the grounds therefor are stated before the 
running of the statute of limitations. 


When a Claim Is Required 


It should be emphasized that a claim for 
refund is required whenever the taxpayer 
seeks a return of any portion of the taxes, 
interest or penalties previously paid. This is 
true even after a court such as a United 
States district court or the Court of Claims 
has entered a judgment against either the 
collector or the government. 


In this regard, income tax returns showing 
overpayment of taxes by way of withholding 
or estimate payments, when properly filled 
out, constitute claims for refund. 


A claim for refund must be filed before 
the statute of limitations has run. This is 
true even though the Commissioner has for- 
mally advised the taxpayer that there is an 
overpayment. Unless a claim for refund has 
been filed before the time for the filing 
thereof has expired, the Commissioner has 
no power under the statute to make a refund 
thereafter. 


A claim for refund can be filed at any time 
that there has been, in fact, an overpayment, 
even though the overpayment was part of 
the tax shown on the taxpayer’s original re- 
turn. This is also true even though the tax- 
payer has not paid all of the tax assessed 
against him for the year involved if the 
actual payment made before the filing of the 
claim exceeds the true tax liability of the 
taxpayer. 

Let me illustrate this last point. A tax- 
payer filed a return showing taxes of $10,- 
000 due, paid the tax and, after due notice, 
was assessed with a deficiency in the sum 
of $5,000. The taxpayer can make a pay- 
ment of $1,000 on the deficiency, file a claim 





for refund thereon and bring a suit on such 
claim, even though there is a $4,000 unpaid 
assessment. Neither the filing of the claim 
nor the bringing of the suit, however, bar 
the collection of the said assessment. (Strian 
Lamp Company v. Manning, 41-2 ustc § 9753, 
123 F. (2d) 776 (CCA-3).) 


A claim for refund must be in writing and 
must be made under oath. It must make a 
demand for a return of a sum of money pre- 
viously paid as tax, interest on a tax or pen- 
alty added to a tax. It must state the 
grounds upon which the refund is claimed. 
It must also state sufficient facts to apprise 
the Commissioner of the exact basis of the 
claim for refund. 


A claim for refund should always be sub- 
mitted on the form prescribed by the Regu- 
lations and contain the information required 
by the Regulations. 


However, where the original claim, al- 
though improper as to form and content as 
required by the Regulations, contains the 
necessary information to satisfy the statute, 
such claim, considered as an informal claim, 
can be amended to supply the missing infor- 
mation, provided such amendment is made 
before the Commissioner rejects the claim. 
The Commissioner can reject the claim as 
being improper in form and not in compli- 
ance with the Regulations before he takes 
any other steps thereon. However, it has 
been held that where the Commissioner has 
investigated the merits of the claim and 
passed thereon, the Commissioner has 
waived compliance with the Regulations. 
This is only true where the original claim 
satisfied the statute. 


As the Supreme Court said in the Memphis 
Cotton Oil Company case: 


“The line of division must be kept a sharp 
one between the function of a statute re- 
quiring the presentation of a claim within a 
given period of time, and the function of a 
regulation making provision as to form. The 
function of the statute, like that of limita- 
tions generally, is to give protection against 
stale demands. The function of the regula- 
tion is to facilitate research.” 


Petitions to Tax Court 


Your attention is called to the holding in 
Georgie W. Rathborne, CCH Dec. 10,552, 39 
BTA 56 (1939), that a petition to the Tax 
Court is not a claim for refund and cannot 
amend a previously filed improper claim. 

The running of the statute of limitations 
for the filing of a refund claim not only ter- 
minates the taxpayer’s right to file a claim 
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but also ends the taxpayer’s right to increase 
the amount under a previously filed claim 
and change the grounds of refund set forth 
in a previously filed claim. 


The inclusion of such phrases as “refund 
of any other or greater sum which might 
be found due to the taxpayer” and “to pro- 
tect all possible rights of the taxpayer” does 
not leave the door open for the taxpayer 
to insert additional grounds or greater 
amounts, after the statute has run, in a 
claim for refund filed before the running of 
the statute. 


Before the running of the statute the tax- 
payer may file any number of refund claims 
and amend, before rejection, any pending 
refund claim. This is the point of the Su- 
preme Court decision in Tucker v. Alexan- 
der, 1 ustc {[ 264, 275 U. S. 228 (1927), where- 
in, with the consent of counsel for the Com- 
missioner on the trial for an action for 
refund, the taxpayer asserted a completely new 
ground. At the time of trial the statute of 
limitations had not expired and the Commis- 
sioner was waiving the filing of any formal 
claim. 


An analogy can be closely drawn, in the 


administration thereof, between a refund’ 


claim and an income tax return. Both docu- 
ments are filed with a collector of internal 
revenue. Both are subject to field investiga- 
tion or office audit, 30-day letter, protest, 
conference in the agent’s office, 15-day let- 
ter and conference with the technical staff. 
Both end with the issuance of a statutory 
notice. 


However, upon the disallowance of a 
claim for refund, unless a deficiency is pro- 
posed for the same year, recourse may only 
be had to a district court or the Court of 
Claims. Only where a deficiency is pro- 
posed for the same year as the refund 
claimed may the taxpayer seek review be- 
fore the Tax Court of the United States. 


Jurisdiction 
of Tax and District Courts 


While it has many times been said that 
the jurisdiction of the Tax Court and the 
jurisdiction of the district courts are mutu- 
ally exclusive, there is one type of situation 
where both courts have jurisdiction. A tax- 
payer can bring an action on his claim for 
a refund, before it has been formally disal- 
lowed, after six months have elapsed from the 
filing thereof. Therefore it is possible for such 
action to be brought in a district court before 
a notice of deficiency has been issued, especially 
where the claim for refund is filed any sub- 
stantial period of time before the normal 
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statute of limitations expires. In the event 
that a statutory notice of deficiency is sub- 
sequently issued by the Commissioner, the 
taxpayer may still seek review, both of the 
proposed deficiency and of his claim for re- 
fund, in the Tax Court. Thus, upon the de- 
fense in a district court case asserting the 
deficiency and seeking an affirmative recov- 
ery thereon or setoff thereof, both courts 
have complete jurisdiction. While this is a 
rare occasion, it has happened, and the rule 
seems to be that the first court which dis- 
poses of the matter pre-empts exclusive 
jurisdiction. 

This is the effect of the following deci- 
sions: James H. S. Ellis, CCH Dec. 17,558, 
14 TC 484 (1950); Morris Plan Industrial 
Bank of New York v. Commissioner, 45-2 
ustc {[ 9435, 151 F. (2d) 976 (CCA-2) ; Camp 
et al. v. U. S., 1930 CCH Standard Federal 
Tax Reports J 9613, 44 F. (2d) 126 (CCA-4); 
Ohio Steel Foundry Company v. U. S., 2 ustc 
7 482, 38 F. (2d) 144 (Ct. Cls., 1930). 


This concurrent jurisdiction exists only 
when the action is brought in a district court 
or the Court of Claims before the petition 
is filed with the Tax Court. If the petition 
is filed first, there is no concurrent jurisdic- 
tion and only the Tax Court can dispose of 
the matter. 


Important Use of Claim 


The case of U. S. v. Factors and Fi- 
nance Company, 3 ustc J 1022, 288 U. S. 
39 (1933), illustrates one of the most impor- 
tant uses of refund claims. Basically, the 
case involved the World War I excess prof- 
its tax and the abatement procedure therein 
provided which has not been repealed in the 
two subsequent acts. Be that as it may, as the 
statute of limitations was on the verge of 
expiring, the taxpayer filed a claim for re- 
fund, on extremely general grounds, for the 
whole amount of taxes paid, pointing out 
that there had been neither a final audit nor 
an assessment of its tax. After the audit 
report was received by the taxpayer, subse- 
quent to the running of the statute, the tax- 
payer amended its claim and filled in the 
essential information. The Commissioner 
examined and considered the claim and 
found an overassessment but denied the 
claim on the grounds that the original claim 
was defective. The Supreme Court held 
that the claim satisfied the statute and that 
the Commissioner had, by his consideration 
of the merits, waived the provisions of the 
Regulations. This case, decided in 1933, 
seems to be one of the earliest decisions on 
filing protective claims for refund. 
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There is a danger in filing a protective 
claim for refund. The danger is that the 
claim, as filed, will not contain the grounds 
upon which recovery will eventually be 
sought and that the claim will be rejected 
before the taxpayer has an opportunity to 
amend it. While this is a danger and some- 
thing to be watched for in filing protective 
claims, it by no means reduces the useful- 
ness of such claims. 


Revenue Act of 1951 


The Revenue Act of 1951 includes a 
provision requiring the recognition by the 
government of the validity of certain part- 
nerships. There was a difference between 
the proposals of the House and Senate con- 
cerning the cases to which the bill would 
apply. The Senate bill made the provision 
effective to all taxable years as to which, for 
any reason, the question was still open. The 
House bill looked only to the future. Accord- 
ing to the Senate version of this bill, part- 
nerships which were disallowed as long ago 
as 1944 and as to which the taxpayer, instead 
of petitioning the Tax Court for review, paid 
his tax, filed a refund claim and thereby 
successfully continued to keep the matter 
open to the present time, would come within 
the Senate’s relief provision. However, tax- 
payers whose cases for the same year had 
long since been disposed of by judicial pro- 
ceedings would be excluded from this relief. 
The protective refund claim. would have 
conferred substantial benefits upon some 
taxpayers in this instance. The House pro- 
vision carried. The same technique, how- 
ever, successfully carried some partnerships 
over the strict interpretation of Lusthaus and 
Tower to Culbertson and validity. 


One further note. A refund claim cannot 
operate to limit the scope of the government 
examination or preclude the government 
from reappraising the taxpayer’s situation 
for the year involved in the claim. How- 
ever, where the statute of limitations on 
assessment of a deficiency has run ‘while 
the refund claim or the action at law thereon 
is still pending, the government is precluded 
from obtaining an affirmative monetary 
judgment on any other tax errors in the year 
involved. The government has reached a 
point where it can only use other errors to 
offset the amount to be recovered by the 
taxpayer under his refund claim and the suit 
thereon. This sometimes may be a very im- 
portant consideration in determining at what 
time a refund claim shall be filed. For exam- 
ple, suppose the government has not exam- 
ined a taxpayer’s return which contains a 


number of questionable items, and the tax- 
payer discovers that there is one item on the 
return which has been substantially incor- 
rectly treated to his detriment. If a refund 
claim is made within one year of the filing 
of the return, he has asked the government 
for a thorough examination and may well 
bring about the disallowance of other items 
resulting in an affirmative deficiency being 
asserted. On the other hand, if the refund 
claim is filed just before the expiration of 
the statute, his refund may be eliminated by 
setoff, but the government cannot obtain a 
judgment of deficiency. This timing war- 
rants your careful consideration. 


In addition, and somewhat akin to these 
protective claims, are refund claims to reap 
the benefit of Congressional changes made 
retroactive. The 1951 Revenue Act contains 
a number of such situations. A few of these 
situations are noted: (1) corporate spin-offs; 
(2) operating business losses since 1945; 
(3) growing crops sold with the land; (4) 
war losses and recoveries; (5) public utility 
preferred stock intercorporate dividends; 
(6) employee death benefits up to $5,000 re- 
ceived by beneficiaries from the employer; 
(7) survivors’ receipts of joint annuity pay- 
ments; (8) estate tax on possibilities of re- 
verter. 


Although every tax law produces a cer- 
tain amount of refund-claim work, it seems 
that the Revenue Act of 1951 has a higher 
than normal content of such work. 


**Quickie’’ Claims 


Concluding this discussion of general re- 
fund claims, let me say that a refund claim 
is not a mere attempt to lock the stable after 
the horse is stolen but is a tool to be used 
in insuring a legal or tactical position as well 
aS an instrument for the transference of 
jurisdiction of a tax controversy from the 
Tax Court, an executive agency, to a district 
court or the Court of Claims, judicial agencies. 


There is an additional type of refund claim 
which bears comment, that is, the so-called 
“quickie” refund created by a carry-back of 
operating losses for a year ending after Sep- 
tember 30, 1945. This tentative operating 
loss carry-back adjustment, to use its proper 
name, was added to the law in 1945 as one 
of the economic devices created to help busi- 
ness over a contemplated serious period of 


adjustment created by the then expected end 
of World War II. 


There is no real relationship between this 
adjustment and a refund claim. Applica- 


(Continued on page 224) 
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The New Law 





of Involuntary Conversions 


By HAROLD KAMENS and WILLIAM A. ANCIER 


THE CHANGES MADE WILL DO MUCH TO DISPEL THE 
UNCERTAINTY HERETOFORE PRESENT IN DECIDING THE 
TAX CONSEQUENCES OF INVOLUNTARY CONVERSIONS 


N OCTOBER 31, 1951, the President 

signed Public Law 251 which offers 
much-needed additional tax relief in the 
administration of Section 112 (f) covering 
involuntary conversions. 

The old law stated that there would be 
no recognition of gain where moneys re- 
ceived upon the involuntary conversion of 
property were reinvested in property similar 
or related in service or use to the property 
converted. This had the effect of postpon- 
ing the gain upon the appreciation of the 
property except as to the excess funds not 
reinvested which were taxed at capital- 
gain rates. 

Section 112 (f) contained adequate tax 
relief in most cases. However, where an 
anticipatory replacement was made before 
the funds were available, no deferment of 
tax would occur, since the law required 
that funds arising out of the conversion 
must be directly traced to the new property. 
Also creating inequities were situations in 
which the taxpayers used part of the funds 
to pay off indebtedness on the converted 
property. The funds unexpended for re- 
placement, that is, the amounts used for 
payment of the indebtedness, were sub- 
ject to tax. 


The new law eliminates the requirement 


of tracing the proceeds. This provision 
caused much grief to taxpayers, since cir- 
cumstances beyond taxpayers’ control fre- 
quently frustrated their good intentions. 
(See Continental Realty Company, CCH Dec. 
13,694(M), 3 TCM 27 (1944); Kennebec Box 


Involuntary Conversions 


& Lumber Company, Inc. v. Commissioner, 


48-1 ustc 7 9310, 168 F. (2d) 646 (CCA-1) ; 


and Twinboro Corporation v. Commissioner, 


45-1 ustc J 9291, 149 F. (2d) 574 (CCA-2).) 


Also required by the old law was the neces- 
sity for the funds to be invested “forth- 
with.” Circumstances determined what 
constituted “forthwith,” and courts con- 
strued the term differently. (See Buck- 
hardt, CCH Dec. 9061, 32 BTA 1272 (1935); 
Herder v. Helvering, 39-2 ustc § 9578, 106 F. 
(2d) 153 (CA of D. C.); and Caldbeck 
Corporation, CCH Dec. 9740, 36 BTA 
452 (1937).) 


The old law still obtains with respect to 
the requirement that the newly acquired 
property be similar to the old property, 
although an exact duplication is not re- 
quired. Loss upon an involuntary conver- 
sion will still be recognized. 


From the report of the Committee on 
Ways and Means come, more specifically 
the reasons for enactment: 


“The prompt enactment of the bill is de- 
sirable in view of the large number of ac- 
quisitions of property by the Federal 
Government in connection with the defense 
program. Delay is sometimes now encoun- 
tered in the acquisition of land for defense 
purposes since taxpayers are reluctant in 
view of the existing provisions of Sec. 
112 (f) to acquire and move to replacement 
property prior to the receipt of the proceeds 
from the converted property. The enact- 
ment of the bill will not only fsrovide ap- 
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propriate relief for taxpayers who promptly 
require replacement before receipt of the 
proceeds from the converted property, but 
will also facilitate acquisition of land needed 
in connection with defense property.” 


Under the existing law which remains 
unchanged, no gain will be recognized if 
property, as a result of its destruction, theft, 
seizure, requisition, condemnation or theft, 
or imminence thereof, is compulsorily con- 
verted and if the proceeds are reinvested as 
mentioned heretofore. 


Amended Section 112 (f) 


Section 112 (f), as amended, is divided 
into three paragraphs, the first of which 
continues to allow nonrecognition of gains 
in cases where converted property is ex- 
changed for like property. The second 
paragraph provides that the old law shall 
apply to situations where disposition of the 
converted property occurred prior to Janu- 
ary 1, 1951, even though the gain was re- 
ceived after the year 1950. 


The third paragraph states that where 
property is converted after* December 31, 
1950, it is sufficient to defer gain if taxpayer 
reinvests in similar property or property 
which is related to service or use to the 
converted property or purchases stock in 
the acquisition of control of a corporation 
Owning such a property. No longer need 
the converted funds be directly traced into 
the replacement property. The replacement 
must be made within a period not exceeding 
one year after the close of the first taxable 
year in which any part of the gain on the 
conversion is realized or at the close of such 
later date as the Secretary of the Treasury 
may prescribe by regulations. A bond to 
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protect the government may be required 
by the Secretary. 


Anticipatory replacements are permissible 
provided that the taxpayer owns the re- 
placement at the time of the disposition of 
the old property. The basis of the property 
as per Section 113 (a) is determined by 
reference to the unadjusted basis of the 
converted property decreased by taxable 
moneys received and increased or decreased 
by the recognized loss. The benefits of Sec- 
tion 112 (f) (3) are elective, which election 
is to be made pursuant to rules and regu- 
lations promulgated by the’ Commissioner 
of Internal Revenue. 


Deficiencies which arise as a result of the 
election to defer the gain may be assessed 
by the Commissioner within three years 
after the Secretary is notified by the tax- 
payer of the replacement of the converted 
property or of an intention not to replace. 
This extends the waiver of the statute as 
to limitations of Section 272 (f). 


The new law is effective with respect to 
taxable years beginning after December 31, 
1950, except where gain upon the disposi- 
tion of the property was realized after De- 
cember 31, 1950. In such cases, the new 
law will be applicable to taxable years end- 
ing prior to January 1, 1951. 

The changes made in the law of involun- 
tary conversion will do much to dispel the 
uncertainty heretofore present in the deci- 
sions of professional tax advisors when 
confronted with the tax consequences of invol- 
untary conversion. The straightforward 
procedure now provided will obviate un- 
necessary litigation and assure the taxpayer 
in advance as to the possibilities or non- 
possibilities of assessment. Although en- 
acted with little public notice, the law has 
rectified a much-needed deficiency in ad- 
ministrative procedure. [The End] 
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THE AUTHOR EXPLAINS HOW A CIVIC GROUP 
CAN QUALIFY AS A TAX-EXEMPT ASSOCIATION 


AND THEREBY ASSURE 


ITS SUPPORTERS OF 


Income Tax Deductions 


for 


Civic Contributions 


By HARRY W. WOLKSTEIN 


Reprinted from the February, 1951 National Municipal Review 


VI ORE and more frequently the executive - 


director of the taxpayers’ association or 
the civic organization is asking: “How can 
I assure prospective donors that their sub- 
scriptions, donations or dues are deductible 
on their federal income tax returns?” He 
has found that it is important for his organi- 
zation to qualify officially with the Bureau 
of Internal Revenue as a tax-exempt associ- 
ation if he is to raise the funds his organiza- 
tion requires. 


What are the legal requirements necessary 
to secure income tax exemption and deducti- 
bility of contributions? The civic organiza- 
tion may generally attempt to qualify as one 
of the three following types: an educational 
organization, a business association or a 
Civic organization. 

Consider, first, the definition of a tax-exempt 
educational organization. 


The Internal Revenue Code, our basic 
legal document for income tax purposes, 
states that an organization must meet three 
tests before it can obtain tax exemption 
under Section 101 (6): 


(1) It must be organized and operated. 


exclusively for one or more of the specified 
purposes—religious, charitable, scientific, 
literary, educational or the prevention of 
cruelty to children or animals. 


(2) Its net income must not inure in whole 
or in part to the benefit of private share- 
holders of individuals. 


Income Tax Deductions 





(3) It must not by any substantial part 
of its activities attempt to influence legis- 
lation by propaganda or otherwise. 


If an organization meets these tests, dona- 
tions are deductible for income tax purposes. 


Can a civic organization distribute con- 
troversial literature? Can such an organization 
engage in propaganda activities to support 
Or Oppose some new legislation or a candi- 
date for political office without losing its 
classification as an educational organization 
for tax purposes? The answer is not a sim- 
ple “Yes” or “No.” The Regulations of the 
Commissioner of Internal Revenue include 
the following section: 


“An organization formed, or availed of, 
to disseminate controversial or partisan 
propaganda is not an educational organiza- 
tion within the meaning of the Code. How- 
ever, the publication of books or the giving 
of lectures advocating a cause of a contro- 
versial nature shall not of itself be sufficient 
to deny an organization the exemption, if 
carrying on propaganda, or otherwise at- 
tempting, to influence legislation forms no 
substantial part of its activities, its principal 
purpose and substantially all of its activities 
being clearly of a nonpartisan, noncontro- 
versial, and educational nature.” (Italics 
supplied.) 

This section does not state that the or- 
ganization must refrain from all legislative 
activity. 
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To secure and maintain tax exemption the 
civic organization must be careful to dis- 
tinguish between its educational activities 


and propaganda activities. Educational ac- 
tivities will spell out tax exemption and 
approval for deductibility of contributions 
by the donors, while substantial propaganda 
activities will mean defeat on these counts 
and consequent difficulty in raising funds 
from prospective contributors. 


Rulings and Court Decisions 


The distinction between educational ac- 
tivities and propaganda activities is best 
illustrated by a ruling of the Commissioner 
of Internal Revenue on February 11, 1939, 
concerning the National Tax Association. 
The ruling declared that this organization 
is exempt from income tax and that con- 
tributions to the association are deductible 
by donors. This reversed a Bureau ruling 
of January 12, 1938. Commissioner Helver- 
ing commented: 

“From the evidence submitted it appears 
that you were . . . incorporated in 1930 as 
a scientific and educational corporation... 
to educate and benefit its members and all 
others who may be interested in the subject 
of taxation and the subject of public finance, 
of which taxation forms a part, by promot- 
ing the scientific study thereof generally, by 
the encouragement of research, by collect- 
ing, preserving, and diffusing scientific in- 
formation and knowledge relating thereto, by 
Organizing conferences and bringing to- 
gether for discussion public officials, 
and by formulating and announcing through 
the deliberately expressed opinion of its 
conferences, the best informed economic 
thought and ripest administrative experience 
available for the guidance of public opinion, 
legislation, and administration, on questions 
relating to taxation and public finance... .” 
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Over the years the Commissioner has de- 
nied tax exemption to many an organization 
that functioned as a lobbying association or 
spread controversial information for the pur- 
pose of influencing legislation. 


The Citizens League of Cleveland received 
an adverse decision from the Board of Tax 
Appeals (now the Tax Court of the United 
States) in 1932. (John H. Watson, Jr., CCH 
Dec. 7880, 27 BTA 463 ( 932).) It was held to 
be subject to federal income taxation because 
it was not organized and operated exclu- 
sively for educational purposes. The Board 
also denied the deductibility of contributions 
by donors on the reasoning that the league 
was political and not exclusively educational. 
The league’s constitution, which apparently 
caused the disapproval, stated the objectives 
of the organization as follows: 


(1) To promote businesslike, honest and 
efficient conduct of local government; 


(2) To collect and disseminate informa- 
tion relative to local and state government 
and the conduct of public officials; 


(3) To investigate the administration of 
local offices and the operations of local laws; 


(4) To induce citizens to take a more 
active interest in the affairs of government 
and the conduct of public officials; and 


(5) To encourage competent men and 
women to stand for public office and to sup- 
port wholesome leadership in public affairs. 


The trouble in this case was that the 
league investigated candidates for office and 
classified such candidates as “preferred” or 
“qualified” or “not recommended.” The 
league, when it was considered desirable, 
advocated the amendment of existing laws, 
and its agent presented its recommendations 
to the proper legislative body. 

The Board held that members of the Citi- 
zens League of Cleveland would perhaps 
paraphrase its purpose as “the bringing 
about of better local government and the elec- 
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tion of*better fitted men in office.” But in 
that very statement, the Board said, they 
assume the soundness of their conclusions 
and the accuracy of their judgment of fit- 
ness. Furthermore, they impute that those 
not in agreement with the league are mis- 
taken in their philosophy and unsound in 
their judgment. “On the facts before us we 
are not convinced that the Citizens League 
of Cleveland was organized and operated 
exclusively for educational purposes.” 


In a similar case the Board of Tax Ap- 
peals ruled against the City Club of New 
York (Joseph M. Price, CCH Dec. 4207, 12 
BTA 1186 (1928)). The purposes of the 
group, as set forth in its articles of incor- 
poration, were: 


“To promote social intercourse among 
persons especially interested in the good 
government of the City of New York, to 
secure honesty and efficiency in the admin- 
istration of city affairs, to sever municipal 
from national politics and to procure the 
election of fit persons to city offices.” 

The court held “that there is some ele- 
ment of education in the dissemination of 
information through the club’s publications 
but its advocacy of or opposition to candi- 
dates and proposed municipal measures car- 
ries it beyond the exclusively educational 
purposes contemplated by the taxing statute.” 

Just as Section 101 (6) sets forth the legal 
requirements for tax-free existence for the 
donee organizations, so Section 23 (0) sets 
forth the conditions under which an individual 
donor can deduct from his gross income dona- 
tions to an educational organization and Sec- 
tion 23 (q) sets forth the conditions under 
which a corporation may deduct similar con- 
tributions. The proper test of deductibility 
is the character of the organization to which 
or for the use of which the contribution 
is made. 


Importance of Charter Wording 


The court decisions tell us that the origi- 
nal charter of a civic association is an 
important document. The need of drawing 
it carefully was illustrated in the case of 
the National League of Women Voters. 
(Henriette T. Noyes, CCH Dec. 8688, 31 BTA 
121 (1934).) 
peals held: 

“Education was undoubtedly one of the 
most important purposes, probably the most 
important purpose, for which each. of these 
leagues of women voters was organized and 
for which each was operated during 1930. 
However, the certificate of incorporation of 


Income Tax Deductions 





In 1934 the Board of Tax Ap- 





the National League states: ‘The business 
and objects of the corporation are to foster 
education in citizenship and to support needed 
legislation.’ ” 


In many instances the leagues agitated for 
and supported a particular view upon sub- 
jects extremely controversial in nature. The 
Board of Tax Appeals accordingly affirmed 
the Commissioner’s disallowance of contri- 
butions of $250 and $2,100 to the Minnesota 
League of Women Voters and National 
League of Women Voters. 


It should be noted that in 1938 the con- 
stitution and bylaws of the National League 
of Women Voters were amended by dele- 
tion of the phrase stating that the objects of 
the corporation “are to support needed legis- 
lation” and restating them to be “to promote 
political education through active participa- 
tion of citizens in government.” 

The tremendous importance of the revision 
was emphasized in the 1944 case of Luther 
Ely Smith (CCH Dec. 13,891, 3 TC 696 
(1944)). In that case the Tax Court held 
that contributions to the St. Louis League 
of Women Voters were deductible as con- 
tributions to a corporation organized and 
operated exclusively for educational pur- 
poses. The court held: 

“The evidence discloses that neither the 
St. Louis nor the National League had any 
provision in their constitution for legislative 
activities. Such appearances as the St. Louis 
League may have made before legislative 
bodies did not constitute any substantial 
part of their activity.” 


Business Contributions 


The same case was interesting in several 
ways and important, too, as to the question 
of a donor deducting a subscription as a 
business expense. Mr. Smith, a practicing 
attorney, contributed $2,500 to the Missouri 
Institute for Administration of Justice, an 
organization having as its immediate pur- 
pose the establishment by constitutional 
amendment of a modified appointive method 
for the selection of judges to take the place 
of their selection by primary and general 
election. Mr. Smith, it seems, was motivated 
in making his contribution by civic consid- 
erations and also by a desire to protect and 
improve the practice of law in which he was 
engaged. The Commissioner disallowed the 
contribution as a donation to charity, and 
the case went before the Tax Court. The 
court said: 

“The educational activities in which the 
Missouri Institute engaged so successfully 
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were simply one of the means by which the 
end for which it was organized could be 
achieved. .. . To hold this organization to 
have been organized exclusively for educa- 
tional purposes would be to distort the funda- 
mental meaning of the term “educational” and 
enlarge the applicability of section 23 (0) far 
beyond its intended scope.” 

The deduction claimed under this section 
was thus denied, but the court did allow the 
contribution as an ordinary and necessary 
business expense on Mr. Smith’s income tax 
return under Section 23 (a) (1) (A). 


The logic of the court was: “The business 
of Mr. Smith was a component element of 
the administration of justice, and a contri- 
bution by him to an organization which 
promotes the interest of this business by 
improving the administration of justice should 
likewise be deductible.” (See Regulations 
111, Article 23 (a) 5.) 

The courts had held earlier (in April, 
1931) that contributions to the League for 
Industrial Democracy were deductible. This 
association conducted research work, did 
lecture work, held debates and discussions 
and supplied information concerning eco- 
nomic and social problems. (Bertha Poole 
Weyl v. Commissioner of Internal Revenue, 
2 ustc § 717, 48 F. (2d) 811 (CCA-2, 1931).) 
The court stated: “The fact that this league’s 
aim may or may not resemble that of a political 
party does not of itself remove it from the 
category of an association engaged in edu- 
cational work.” 


In light of these decisions we may con- 
clude that the law extends the privilege of 
tax exemption to an organization when “its 
principal purpose and subsequently all of its 
activities” are nonpartisan and noncontroversial 
as well as educational, charitable or civic. 


In harmony with the statutes and regula- 
tions, judicial decisions have consistently 
recognized that an association does not 
cease to be educational solely because its 
activities at some point touch the legislative 
field. The case of the National Tax Associ- 
ation indicates that the Commissioner recog- 
nizes the distinction between “influencing 
legislation” and activities which are designed 
to promote enlightened public opinion, even 
though the latter activities may be intended 
to have an effect upon legislative processes. 

So far we have discussed but one of the 
methods by which a civic group may seek 
classification as a tax-exempt organization— 
as an educational organization entitled to a 
tax-free existence under Section 101 (6). 
The Code, however, provides other methods 
whereby an organization may be free from 


federal income tax. Section 101 (7) provides: 

“ . . the following organizations shall be 
exempt from taxation under this chapter: 
... Business leagues, chambers of commerce, 
real-estate boards, or boards of trade, not 
organized for profit and no part of the net 
earnings of which inures to the benefit of 
any private shareholder or individual.” 


Likewise Section 23 (a) provides that the 
donor may deduct his subscriptions to such 
an association “as an ordinary and necessary 
expense paid or incurred during the taxable 
year in carrying on his trade or business,” 
provided the donor is in business. (This 
was cited in the Luther Ely Smith case.) 

. In 1945 the Commissioner of Internal Reve- 
nue held that : 


“Contributions or dues paid to the ‘State of 
R. Taxpayers Association’ [the name of this 
association has not been made public; it is 
the general policy of the Commissioner of 
Revenue not to divulge the name of an or- 
ganization about which he issues a ruling] 
by businessmen are deductible if it can be 
shown that such payments have resulted in 
a reduction of taxes in connection with the 
operation of the business or that there is a 
reasonable expectation that the payments 
will result in tax benefits to the business 
commensurate with the amount of the pay- 
ments.” (I. T. 3735, 1945 CB 89.) 


The main object or purpose of the State 
of R. Taxpayers Association is to bring about 
through nonpartisan means the greatest pos- 
sible economies in government consistent 
with efficiency in the collection and expendi- 
ture of public funds in the State of R. 


In light of these court decisions and the 
Commissioner’s rulings we may conclude 
that a taxpayer may deduct a contribution 
to a municipal reform organization or to a 
taxpayers’ association as an ordinary and 
necessary business expense only if the fol- 
lowing conditions are met: 


(1) The donor must have a reasonable 
expectation of business benefit as a result of 
his contribution to the taxpayers’ association ; 

(2) The amount of the contribution must 
bear some relationship to the benefit derived ; 

(3) The political activities of such an as- 
sociation must be limited to the furnishing 
of information upon request; 

(4) Promotion of legislation or opposition 
to legislation by that association will defeat 
deductibility of the subscription as an “ordi- 
nary and necessary” business expense. 
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Welfare Groups 





Section 101 (8) grants tax exemption to 
welfare organizations which are not clearly 
charitable, educational or scientific, or a 
business league and yet which serve pa- 
triotic or community purposes for the gen- 
eral good. It therefore exempts from federal 
income taxation “civic leagues or organizations 
not organized for profit but operated exclu- 
sively for the promotion of social welfare.” 

The term “civic league” seems to have no 
peculiar significance except, perhaps, to 
make clear that coverage is extended to 
organizations that render an essential public 
service in advancing the general welfare, 
peace and order of the community. 

The American Legion has been held ex- 
empt under Section 101 (8) and so have the 
Navy and Marine memorial associations 
operated for the promotion of social welfare. 

In 1945 the circuit court of appeals reversed 
the Tax Court in holding that a corporation 
conducting a free public radio forum for 
the dissemination of liberal and progressive 
social views, and obtaining the wherewithal 
from commercial activities was entitled to 
exemption though organized as a memorial 
to the late Eugene Debs—even though the 
radio station also sold time for commercial 
programs with a view to raising funds for 
its educational work. (Debs Memorial Fund, 
Inc. 45-1 ustc $9258, 148 F. (2d) 948 
(CCA-2).) 


Qualification for Exemption 


The following conclusions can be drawn 
from this survey: 

(1) The main advantage of a civic organi- 
zation qualifying with the Revenue Bureau 
as a tax-exempt association is not the fact 
that its own income is tax free but that con- 
tributions made to it are deductible on the 
donors’ federal income tax returns. The 
civic association’s secretary will undoubtedly 
be able to raise a much greater amount of 
money when he is able to assure prospective 
donors, corporate donors in particular, that 
they can deduct their contributions or dues 
or subscriptions on their federal income tax 
returns. With the return to the levying of 


excess profits taxes upon corporations, the 


taxpayers’ association or other civic group 
will find much less sales resistance on the 
part of a business corporation in the excess 
profits tax brackets when it can assure the 
firm that its contributions are deductible for 
income tax purposes. 
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(2) Whether the particular taxpayers’ as- 
sociation or citizens’ league should try to 
qualify for tax exemption under Section 
101 (6) (educational organizations), Section 
101 (7) (business leagues) or under Sec- 
tion 101 (8) (civic leagues) depends upon 
the particular facts and circumstances sur- 
rounding the setup of each organization and 
its objectives. 


(3) I believe the rulings and cases show 
that it has been the fundamental policy of 
the federal government—that includes the 
Bureau of Internal Revenue—to encourage 
by tax exemption those nonprofit organiza- 
tions which seek to promote the general 
good and welfare of the entire community as 
well as those organizations which seek to 
promote better government for the com- 
munity, provided the organization renders 
an essential public service and is not politi- 
cal, partisan or engaged in lobbying. 

(4) If the citizens’ group really desires 
to qualify as an educational organization 
under Section 101 (6) so that a donor can 
deduct his contribution as a charitable con- 
tribution, it behooves that organization to 
refrain in its operations from lobbying or 


- propagandizing for or against legislation to 


any substantial degree. In addition, it is 
essential that the organization’s original 
charter spell out clearly that its primary objec- 
tives are educational and not the influencing 
of legislation or the election of candidates. 

(5) If the primary objective of the organi- 
zation is political and the substantial activi- 
ties of the organization are the influencing 
of legislation or the bringing of public opinion 
into line with its own views on political mat- 
ters, there is little hope that that particular 
organization will qualify as an educational 
group under Section 101 (6). Under those 
conditions it is advisable generally for such 
an organization to seek to qualify officially 
as a business league or civic league under 
Section 101 (7) or Section 101 (8). 

What if that association also has a bona 
fide educational task to be performed for 
the good of the community at large, such as 
research work or distribution of educational 
literature? Possibly its officers can arrange 
for the formation of another organization, a 
research organization or educational founda- 
tion, whose primary function will be to 
conduct research and to educate the public. 
The two organizations can operate side by 
side if the following limitations are observed: 

(a) The educational foundation must not 
carry on propaganda to any extent; 


(Continued on page 232) 
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THE AUTHOR CLAIMS TO HAVE FOUND A DECI- 


SION WHICH UPSETS ALL PRECEDENTS IN THE INTER- 


PRETATION OF SECTION 23 (x). 


IT MAY NOT BE 


ADOPTED AS A _ PRECEDENT, BUT AT LEAST IT 


LOOKS REALITY SQUARELY 


IN THE FACE . 


If You Eat to Stay Healthy— 


Here's New Light on thelMe 














By JOHN P. HODGKIN, Certified Public Accountant, PricWater 


pst atc I am not at liberty to di- 
vulge the source of this interesting deci- 
sion. I am unable to tell even the name of the 
petitioner. Internal evidence shows that it was 
brought against the Commissioner of Inter- 
nal Revenue and indicates that it was a Tax 
Court proceeding. 


I have made a prolonged and detailed, 
but completely unsuccessful, search for the 
decision through all the loose-leaf reporters. 


It is possible that in transcribing the 
manuscript, I may have made some errors 
of omission or interpretation, but there 
thing which I can guarantee. I 
have personally checked every single quo- 
tation and citation throughout the decision 
and can vouch for their complete accuracy. 


is one 


To? PROCEEDING involves an in- 

come tax deficiency in the amount of 
$452.40 for the calendar year 1950. The 
only issue is whether respondent erred in 
disallowing a deduction of $4,195 represent- 
ing expenditures concededly made by peti- 
tioner and classed by him as medical expenses. 
The facts have been stipulated and are 
so found. 


This is a case of first impression. And 
at first impression it looks ridiculous. The 
crux of the matter is whether $4,195 paid 
by the taxpayer in 1950 was medical ex- 
pense within the mearting of Section 23 (x). 


The disputed items may be summarized 
thus: 


Food, including meals away from 





Se oe scl tastapl tates $1,520 
Tips on meals away from home 25 
ME cscs ob heer nesses snd .. 600 
Soap, toothpaste, shaving supplies, 
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Permanents and haircuts ... 95 
NE 2 ap,5 ated Cire 1,200 
Cartare . 6556. ene Rte tn ae 75 
OMIGS. 6 0 hana 30 
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Respondent has allowed certain medical 
expenses and has determined that petition- 
er’s net income, after allowance of such 
medical expenses and after allowance of 
charitable contributions, interest, taxes, etc., 
amounts to $5,000. He has allowed personal 
exemptions of $2,400 for the taxpayer, his 
wife, his son and his daughter and asserts 
a deficiency of $452.40 based on the result- 
ing taxable income of $2,600. 

Respondent, in his notice of deficiency, 
stated: “The above amounts are all deter- 
mined to be personal expenses and hence 
not deductible. See Section 24 (a) (1).” 

In disposing of this argument, we may 
say, with Judge McDermott: “The whole 
question is one of statutory construction.” 
(Superintendent Five Civilized Tribes for 
Sandy Fox, Creek No. 1263 v. Commissioner, 


35-1 ustc { 9062, 75 F. (2d) 183 (CCA-10).) 


Section 24 (a) (1) specifically exempts “Ex- 
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traordinary medical expenses deductible 
under Section 23 (x)” from the category of 
disallowed personal expenses. It is petition- 
er’s contention that all of the above expenses 
are deductible under Section 23 (x), and, 
if so, Section 24 (a) (1) obviously has no 
application. We cannot agree with respond- 
ent’s cavalier dismissal of petitioner’s claims. 


In examining petitioner's case we must 
remember that “whether and to what extent 
deductions shall be allowed depends upon 
legislative grace: and only as there is clear 
provision therefor can any particular deduc- 
tion be allowed. Obviously therefore a 
taxpayer seeking a deduction must be able 
to point to an applicable statute and show 
that he comes within its terms.” (New 
Colonial Ice Company, Inc. v. Helvering, 4 
ustc J 1292, 54 S. Ct. 788 (1934).) Petitioner 
points to a specific section of the statute 
and asks us to decide that he comes within 
its terms. In examining his case we must 
bear in mind the general rule to be used in 
construing tax statutes: “In case of doubt 
they are construed most strongly against 
the government, and in favor of the citizen.” 
(Gould v. Gould, 1 ustc 913, 38 S. Ct. 53 
(1917).) 

The definition in Section 23 (x) reads: 
“The term ‘medical care’, as used in this 


subsection, shall include amounts paid for . 


the diagnosis, cure, mitigation, treatment, 
or prevention of disease, or for the purpose 
of affecting any structure or function of the 
body (including amounts paid for accident 
or health insurance). Petitioner argues 
persuasively that each of the above types 
of expense falls squarely within the stat- 
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utory definition of medical expenses and is 
hence deductible. Respondent insists that 
the term “medical” is under no conceivable 
interpretation broad enough to comprehend 
these various items and points to the fol- 
lowing dictionary definitions of the word: 


“Of, pertaining to, or dealing with, the 
healing art, or the science of medicine, 
especially in the narrower sense; as the 
medical profession; medical services.” Web- 
ster’s New International Dictionary, Un- 
abridged, 1943. 


“Of or pertaining to the science or prac- 
tice of medicine; curative; medicinal; thera- 
peutic.” American College Dictionary, 1951. 


We have read these dictionary definitions 
with interest, but we may well reply in the 
words of Mr. Justice Burton: “So .. . 
what . ” (Dissent in Spiegel’s Estate v. 
Commissioner, 49-1 ustc § 10,703, 69 S. Ct. 
301, 312.) ; 


We must bear in mind that “one of the 
cardinal rules for construing statutes is that 
the words used are to be given their com- 
mon, ordinary meaning in the absence of 
indication in the statute or in the surround- 
-ing circumstances to the contrary; but, if a 
definition of the word is given in the statute, 
that definition is controlling.” (Von Weise 
v. Commissioner, 4 ustc § 1238, 69 F. (2d) 
439 (CCA-8, 1934).) Here we may say with 
Judge Riddick that “the answer to the ques- 
tion is not to be found by a resort to the 
dictionary for the meaning.” (Century Elec- 
tric Company v. Commissioner, 51-2 ustc 
{ 9482, 192 F. (2d) 155 (CA-8).) 

Although “it is not unusual for legal 
draftsman to employ extravagant or inartful 
or inappropriate phrases in characterizing 
a relatively simple transaction” (Camloc 
Fastener Company, CCH Dec. 16,424, 10 TC 
1024 (1948)), it appears to us that in this 
instance the definition of medical expenses 
in the statute is clear and unequivocal and 
“we could not, without indulging in judicial 
legislation, graft an exception upon the 
broad measure adopted by Congress.” 
(Blum, CCH Dec. 14,742, 5 TC 702 (1945).) 
It only remains to decide which of the 
categories claimed by petitioner actually fall 
within the statutory definition. 


Food 


Petitioner claims that the purchase of 
food is necessary for the prevention of mal- 
nutrition, pellagra and starvation. He also 


claims that the consumption of food indu- 
bitably affects all, or almost all, the struc- 
tures and functions of the body. 


We are 
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Mr. Hodgkin spoke on this subject at 
the Union League Club in Philadelphia 





inclined to agree. Judge Van Fossan says: 
“The provision of adequate food or ade- 
quate sleep or sufficient clothing are all 
preventives of disease.” (Wendell, CCH 
Dec. 16,788, 12 TC 161 (1949).) It is true 
that the Wendell decision might be read as 
holding that such expenses are nevertheless 
not deductible items, and, if so, we must 
respectfully dissent therefrom. 


In another judicial notice of food we find 
Judge Martin saying: “After eating Welsh 
rarebits, a giraffe talks in his sleep.” (Dis- 
sent in Heindel v. U. S., 45-2 uste J 9372, 
150 F. (2d) 493 (CCA-6).) Undoubtedly, 
both speech and sleep are functions of the 
body; this definitely indicates that expendi- 
tures for food come within the statutory 
definition. We do not feel that the discus- 
sion of the deductibility of money expended 
for food requires any further analysis. We 
hold that it is expended for the prevention 
of disease and that it does affect the struc- 
tures and functions of the body. It will be 
allowed. 


Tips 

Petitioner claims that tips are an integral 
and necessary part of the cost of a meal. 
However, we find that “the word ‘tip’. . . 
connotes a voluntary act. A patron in a 
restaurant is under no compulsion to leave 
a tip.” (Restaurants and Patisseries Long- 
champs, Incsv. Pedrick, 52 F. Supp. 174 (DC 
N. Y., 1943).) While we do not agree that 
a tip is inevitably voluntary, we believe 
that it partakes of the nature of tribute 
exacted and is not necessarily a part of the 
cost of the meal. The petitioner could have 
eaten exclusively in a cafeteria where there 
is no tipping. We do not believe that his 
tips are a part of the cost of his food. 


Clothing 


As to clothing, we concur with the peti- 
tioner in his contention that in the rigors 
of a Pennsylvania winter, clothes are neces- 
sary for the prevention of coughs, colds, 
bronchitis, pneumonia and death by ex- 
posure. Likewise, in summer they act as 
preventives against heat stroke and sunburn. 
Certain articles of clothing, particularly 
those of petitioner’s wife, have a constrict- 
ing and formative effect upon the body. 
Petitioner also maintains that dispensing 
with clothing will tend to lead to prolonged 


incarceration in the local cooler, with con- 
sequent deleterious effect on his general 
health and impairment of his mental and 
physical well-being. Without giving undue 
weight to the latter argument, we hold that 
clothes are medical expenses within the 
meaning of the statute. 


Soap, Toothpaste, Shaving Supplies 


Petitioner has introduced into evidence 
numerous advertisements claiming thera- 
peutic values and disease-preventive quali- 
ties for soaps and toothpastes. While we 
do not agree that “washday blues” and 
“tattletale gray” are diseases within the in- 
tendment of Section 23 (x), we feel that 
dermatitis, eczema, gingivitis, pyorrhea and 
dishpan hands, among others, do tend to 
qualify soaps and toothpastes. There is no 
possible doubt that shaving supplies are 
directly acquired for the purpose of affect- 
ing the beard, whiskers and moustache 
which even respondent concedes to be 
structures of the body. We therefore hold 
that expenses in this category qualify. 


Television Set 


Petitioner claims that his expenditure to 
acquire a television set was for the. purpose 
of avoiding exposure to the elements in 
search of entertainment and of providing a 
necessary emotional release for himself, his 
wife and his children. It also alleviated 
petitioner’s sense of shame and cured his 
inferiority complex in his contacts with 
television-owning neighbors. We may note 
in passing that respondent’s own regulations 
permit expenditures for mental as well as 
physical health. Petitioner also points out 
that the act of watching a television set 
affects the sight of the watcher, eyesight 
being a function of the body. 


The arguments as to this expenditure do 
not appear to us to have the persuasive 
force necessary to compel allowance. There 
is also considerable merit in respondent’s 
argument that this expenditure should be 
disallowed as contrary to public policy. 

Furthermore, a television set appears to 
us to be in the nature of a capital expendi- 
ture and hence not deductible by reason of 
Section 24 (a) (2). In the absence of proof 
as to the expected life (of the set, mot the 
viewer), we are constrained to make no 
allowance for this item. 


Cigarettes 


Petitioner has put in evidence certain 
articles from the Reader’s Digest proving con- 
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clusively that smoking adversely affects the 
physical well-being of the smoker. He 
claims that money spent thereon is paid for 
the purpose of “affecting a function of the 
body” and hence is allowable. Respondent 
vigorously assails this reading of the statute, 
stating that affecting a function of the body 
must necessarily be of a beneficial nature in 
order to fall within the term “medical ex- 
penses.” We do not find this limitation in 
the statute. If Congress had wished so to 
limit the expense they could have done so. 
“Poor draftsmanship is not lightly to be at- 
tributed to Congress.” (Batter, CCH Dec. 
10,000, 37 BTA 667 (1938).) We are con- 
vinced that smoking does indeed affect 
various functions of the body, whether 
beneficially or adversely it matters not, and 
hence allow this deduction. 


Liquor 


The arguments in favor of permitting a 
deduction for cigarettes apply a fortiori, to 
liquor. Literature offered in evidence sub- 
stantiates the fact that even a relatively 


small intake results in impairment of the - 


mental processes, thickening of the speech 
and loss of equilibrium. Since all the 
above are functions of the body, this de- 
duction is allowed. 


Permanents and Haircuts 


Amounts spent for permanents and hair- 
cuts are unquestionably for the purpose of 
affecting the hair, concededly a structure of 
the body, either by shortening it or by 
changing its conformation. These amounts 
are allowed. 


Rent, Carfare and Movies 


Petitioner claims that payments for rent 
tend to prevent rheumatism, arthritis, ex- 
posure and various other ills and that ex- 
penditures for carfare prevent flat feet and 
housemaid’s knee. As to movies, he claims 
that the watching thereof affects the eye- 
sight of the beholder and furthermore that 


they stimulate a mental release from fatigue . 


and tension which is definitely beneficial to 
the patient. “This ... brings up for solu- 
tion one of those difficult jigsaw tax law 
puzzles all too common in the present de- 
plorable crazy-quilt patchwork state of the 
Internal Revenue laws. Of this one we 
think it may be truly said ‘this kind cometh 


Medical Deduction 








not out save by fasting and by prayer.’” 
(Houston Textile Company v. Commissioner, 


49-1 ustc 9210, 173 F. (2d) 464 (CA-5).) 


Fortunately we find that the amounts 
heretofore allowed are sufficient to reduce 
the taxpayer’s net income (after credit for 
exemptions) to zero. We therefore say with 
Mr. Justice Stone: ‘Unless in the mean- 
time the difficulty be resolved by statute or 
treasury regulation, we leave it to future 
judicial decisions to determine precisely 
where the line shall be drawn.” (Harrison 


v. Schaffner, 41-1 ustc J 9355, 61 S. Ct. 759.) 


Respondent maintains with some heat 
that none of the above amounts should be 
allowed. He quotes to us the words of Mr. 
Justice (then Judge) Minton: “Tax statutes 
are brutally realistic. They are rarely, if 
ever, thwarted by fiction.” (American Proc- 
essing & Sales Company v. Campbell, 48-1 
ustc J 9102, 164 F. (2d) 918 (CCA-7).) He 
avers that we are allowing fiction to over- 
shadow practical reality and to thwart the 
revenue, and that our decision will cost the 
Treasury untold billions of dollars. 


To him we are constrained to reply, with 
Judge Frank: “Interpretation of our com- 
plicated tax statutes is seldom aided by 
saying that taxation is an eminently prac- 
tical matter (or the like).” (Williams v. 
McGowan, 46-1 ustc 9120, 152 F. (2d) 570 
(CCA-2).) To which we may add Judge 
Dobie’s sage observation: “Certainly it is 
no part of the function of this Court either 
to pass upon the public policy involved in 
taxing statutes or to mitigate the rigors of 
these statutes on the basis of economic 
hardship. As to such matters, taxpayers 
must address their complaints to the Con- 
gress, not to the courts.” (Holmes & Son 
v. Commission, 46-1 ustc J 9257, 155 F. (2d) 
155 (CCA-4).) In this particular case the 
Treasury may address its complaints to the 
Congress, not to the courts! 


In conclusion we quote from Judge 
Hutcheson’s concurring opinion in U. S. v. 
Clark (47-1 ustc $9134, 159 F. (2d) 489 
(CCA-5)): “Besides, as recently as No- 
vember 22, 1946, did not the Old Lion, over the 
outraged cries of our brother, Waller, say 
with me, in Jeffries v. Commissioner (158 F. 
(2d) 225) ‘whether a transaction or result is 
taxable and what the tax is is not a matter 
to be determined in law upon considerations 
of general justice or equity. It is a matter 
of statutes and valid regulations, and what 
they mean.’” 


Decision of no deficiency will be entered, 
and court will be adjourned while we go 
out and file a claim for refund. [The End] 
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AWYERS know better than anyone 

else that the sheer cost of bringing or 
of defending a lawsuit may effectively pre- 
vent its use as a means of settling a dispute. 
For purely financial reasons it may be essen- 
tial that the plaintiff or the defendant settle 
the case. Now we have high taxes as an 
added cost in the administration of justice or 
as an added possible incentive to one form 
of disposition of the controversy rather than 
another. If a settlement on this basis will 
not result in taxable income whereas the pro- 
ceeds of a settlement on that basis will be 
taxable, there can be little doubt of the course 
of procedure of the well-informed lawyer. 
If a settlement on this basis will result in 
capital gain, on that basis in ordinary income, 
there are very strong reasons for the use of 
the former basis. 


Similar incentives arise from the deducti- 
bility or nondeductibility of settlements, 
lawyers’ fees and other costs. Running 
through all these problems is the common 
thread of caution—the Commissioner of In- 
ternal Revenue will probably attack arrange- 
ments that purport to be what, in fact, they 
are not. There must be good business rea- 
sons for what is done, not merely tax reasons. 


There are not many decided cases squarely 
in point, but there are enough to serve as a 
springboard for this discussion, first, of the 
income side of recoveries or settlements in 
antitrust cases, second, of the deduction of 
damages, of settlement payments, of lawyers’ 
fees and of costs. 


Recoveries or Settlements 


Raytheon Production Corporation sued 
Radio Corporation of America in the federal 
district court in Massachusetts under the 


1 Raytheon Production Corporation, CCH Dec. 
13,108, 1 TC 952 (1943). 

244-2 ustc { 9424, 144 F. (2d) 110, cert. den. 
323 U. S. 779 (1944). 
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federal antitrust laws, alleging that the de- 
fendant had conspired, by its monopoly of 
the business of manufacturing rectifying 
radio tubes, to destroy the plaintiff’s similar 
business. Before trial, RCA agreed to pay 
Raytheon $410,000 in settlement of the ac- 
tion and Raytheon granted RCA certain non- 
exclusive licenses under its patents. The 
officers of Raytheon ascribed $60,000 of the 
$410,000 received to the cost of development 
of the patents. 


The Commissioner of Internal Revenue 
determined that the remaining $350,000 was 
taxable income. On the trial in the Tax 
Court he amended his answer to contend 
that the unamortized cost of the patents 
(which he had previously allowed as a de- 
duction) was not a deduction, since no pat- 
ents or exclusive licenses were transferred 
to RCA. The Tax Court agreed with the 
Commissioner on both points,’ and the Cir- 
cuit Court of Appeals for the First Circuit 
affirmed.’ 


The court of appeals opinion is a good 
review of the various problems we have be- 
fore us. The court observed first that “dam- 
ages recovered in an anti-trust action are 
not necessarily non-taxable as a return of 
capital” and that “recoveries which repre- 
sent a reimbursement for lost profits are 
income.” “Since the profits would be taxable 
income, the proceeds of litigation which are 
their substitute are taxable in like manner.” 
“The test is not whether the action was one 
in tort or contract but rather the question 
to be asked is ‘In lieu of what were the 
damages awarded?’ ”® 


The analysis on which the foregoing state- 
ments is based seems to be sound for the 
reasons the court gives. There follows a 
statement in the opinion, however, which is 

3144 F. (2d) 110, 113. 


* See footnote 3. 
5 See footnote 3. 
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much more difficult to accept literally: 
“Where the suit is not to recover lost profits 
but is for injury to good will, the recovery 
represents a return of capital and, with cer- 
tain limitations to be set forth below, is not 
taxable.”* The court goes on to say that 
the allegations in Raytheon’s declaration 
indicate that the suit was not for the recov- 
ery of lost profits but for the complete de- 
struction of the plaintiff’s business, that 
“compensation for the loss of Raytheon’s 
good will in excess of its cost is gross in- 
come” * and that since the record is devoid 
of evidence as to the amount of the tax basis 
of the business and good will of Raytheon, 
the amount of any nontaxable capital recov- 
ery cannot be ascertained.* Hence the deci- 
sion of the Tax Court upholding the Com- 
missioner’s determination is affirmed. 


What is an injury to good will and why 
should a recovery for such an injury not be 
taxable income? The court speaks of a re- 
turn of capital. Now, in the Raytheon case, 
the declaration in the antitrust case alleged 
that Raytheon’s profits in 1926 were $454,935, 
“that the business had an established pros- 
pect of large increases and that the business 
and good will thereof was of a value of 


exceeding $3,000,000." Is the “good will” - 


the court speaks of, then, simply the value 

of the business arrived at by capitalizing 

earnings? That this is probably the correct 

interpretation of the term “good will” ap- 
® See footnote 3. 


7144 F. (2d) 110, 114. 
8 See footnote 7. 
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pears from the court’s succeeding statements 
that employ the terms “good will” and “busi- 


“ness” interchangeably. 


If the plaintiff, after a private antitrust 
suit, continues in business during and after 
the conspiracy complained of, it seems un- 
realistic to allow his tax liability to depend 
on whether he merely asks for damages 
equal to the profits which he has lost or 
asks for the same amount as compensation 
for the loss of value in his business, as meas- 
ured by the same profits. If he is to be taxed 
at ordinary rates on what he gets under one 
form of pleading, so should he be when he 
gets the same thing under the other form. 


If, on the other hand, the plaintiff has 
suffered a relatively permanent loss of in- 
vestment since, for example, he has been 
forced out of business by the actions of the 
defendants, it seems equally unrealistic to 
subject his recovery for the conversion of a 
capital investment to ordinary income taxa- 
tion, merely because its value is best 
expressed through a capitalization of the earn- 
ing power of the investment. In the case of 
a conversion he should be treated no differ- 
ently from the way he would have been 
treated in the case of a sale or other taxable 
disposition of his business. Then his profit 
on good will, as a capital asset, would be 
subjected to capital-gains rates and so, by 
statutory provision,” would any profit earned 
on the disposition of depreciable business 


9144 F, (2d) 110-111. 
10 Code Sec. 117 (j). 


property. Ordinary income would be real- 
ized only in the rather unusual case where he 
received compensation for loss of inventory 
or of stock in trade, on the sale of which he 
would have realized such income, or where 
the settlement included payments for patent 
royalties or other causes of action. 


In the Raytheon case™ the court reasoned 
that the settlement was taxable to the extent 
that it exceeded the proven cost of good will, 
and the taxpayer had the burden of proving 
that cost. Such proof would not be easy, 
since what has been destroyed or damaged 
and recovered is not a building, not a tan- 
gible. The cost of a business would be hard 
to show, for probably most or all of the ex- 
pense of building it would have been cur- 
rently charged off. 


Finally, there seems to have been no con- 
tention in the Raytheon case that the settlement 
payment was the purchase price of a capital 
asset and, hence, subject to taxation at cap- 
ital-gains rates. There was no purchase of 
patents, for no sale nor grant of exclusive 
rights was made. 


Durkee Case 


The $25,000 recovery in the Durkee ™ case, 
a suit for damages under a state antitrust 
law, was treated as a long-term capital gain. 
Durkee was engaged in the electrical con- 
tracting business in Cleveland. He had been 
making between $8,000 and $10,000 a year. 
He alleged that his competitors formed an 
association to fix prices and allocate bids 
among themselves, as a result of which he 
lost a number of bids and opportunities to 
bid which he might otherwise have expected 
to get. In his suit he complained that by 
reason of the acts of the defendants “the 
good will of plaintiff’s business has been de- 
stroyed and he has been deprived of an 
income therefrom for a period of approxi- 
mately ten years last past of the approximate 
value of one hundred fifty thousand dollars.” 
He asked for twofold that amount, or 
$300,000. The computation of the $150,000 
over the ten-year period was apparently 
based on a statement in another part of his 
complaint that if it had not been for the con- 
spiracy, he could legitimately have expected 
his annual earnings to rise from $10,000 to 
$15,000. 

Before trial the suit was settled. Durkee 
received $25,000 and executed a release to 
the defendants of all his claims against them, 
in particular those asserted in the case which 
Durkee agreed to have dismissed. In his tax 


11 See footnote 7. 


return Durkee reported nontaxable income 
of $25,000 as “received as damage in consid- 
eration of the release of defendants and dis- 
missal of suit for damages.” 


The Commissioner of Internal Revenue 
determined that all of the $25,000 he had re- 
ceived, less attorneys’ fees and costs, was a 
recovery of lost profits and taxable as ordi- 
nary income. The Tax Court sustained the 
Commissioner’s determination on the ground 
that although Durkee claimed that a part, at 
least, of the settlement was for loss of good 
will, there was nothing in the record to show 
which part should be so allocated and that, 
therefore, there was no basis to upset the 
Commissioner’s determination, which was 
presumptively correct under the law, that 
all of the proceeds were allocable to lost 
profits. 


On appeal, the circuit court of appeals re- 
versed. It read Durkee’s complaint not as 
seeking recovery both for lost profits and 
good will but “only for the injury to the 
good will of petitioner’s business,” measured 
by loss of income. In its view, Durkee was 
taxable only to the extent that he had re- 
ceived more for his damaged good will than 
that asset had cost him. The case was there- 
fore remanded to the Tax Court to deter- 
mine that cost. The Tax Court found that 
Durkee’s good will had cost him nothing and 
that all of the proceeds of the settlement 
therefore represented income, but since the 
good will was a capital asset and Durkee 
had been in business more than six months, 
the tax payable was at the rates applicable 
to long-term capital gains. 


Durkee had a $10,000 a year business 
which he alleged would not only have con- 
tinued to be a $10,000 business but would 
have become a $15,000 business but for the 
acts of the defendants. If the conspiracy 
took away the earnings of the business, it 
obviously took away also any capitalization 
of earnings in the form of good-will, but to 
the extent that those earnings duplicated the 
profits lost during the ten years of the con- 
spiracy, it seems reasonable to conclude that 
Durkee had asked for those earnings as such 
and would not be entitled to recover them 
twice, once in the form of lost profits and 
once in the form of capitalized good will. 
He might have recovered for good will to 
the extent that his capacity to run a profit- 
able business at the end of the conspiracy 
was less than it had been at the beginning 
and to the extent that the diminution could 
be shown to exist and to be a proximate 
result of the conspiracy. His recovery there- 


2 Durkee, CCH Dec. 15,085, 6 TC 773 (1946), 
rev'd 47-1 ustc { 9279, 162 F. (2d) 184 (CCA-6). 
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for could properly be described as a recovery 
for injury to his business and not as a 
recovery of lost profits. 


As to the taxation of such a recovery, 
there is practical justice, although there is 
some doctrinal difficulty, in treating the pro- 
ceeds of the involuntary conversion as a 
capital gain—as they would have been treated 
if the good will had actually been sold or 
exchanged. 


Although there are not many antitrust 
damage or settlement cases, the run of deci- 
sions in this general field holds that damages 
recovered in lieu of profits are income,” that 
a refund of royalties received as the result 
of an antitrust proceeding is income; ™ that 
damages recovered for patent infringement 
are taxable income, not a return of capital.” 
One case holds, however, that a payment 
in settlement of an action for injury inflicted 
by the defendant federal reserve bank on the 
business of plaintiff, a nonmember bank, is 
not taxable.” The reasoning is that the plain- 
tiff’s claim was not for loss of profits but 
for tortious injury to the good will of the 
business; that there is “no legal distinction 
between compensation for destruction of or 
damage to incorporeal or intangible prop- 
erty, such as good will, and similar compen- 
sation for damage to tangible property.” ” 
The court added an intriguing dictum: “One 
may be recompensed for an injury but it is 
a rare case in which one should have a profit 
out of it.” 


With all deference, the court’s reasoning 
is not convincing. After the litigation was 
over and the settlement paid, and the federal 
reserve bank had stopped its evil practices, 
did not the Farmers’ and Merchants’ Bank 
still have its banking business with just as 
many potentialities for profit in the future 
as before the injury? To be sure, it had evi- 
dently lost some past profits, for which it 
was compensated, but it had not lost or sold 
or disposed of any part of its business that, 
except for that disposition, would have pro- 
duced more profits in the future. It seems 
the recovery was properly taxable as income. 


To summarize, the first step in determin- 
ing the income taxation of a recovery of 
damages is to ascertain what injury the 


sioner, 41-2 ustc ] 9727, 123 F. (2d) 382 (CCA-6). 
See also Armstrong Knitting Mills, CCH Dec. 
5918, 19 BTA 318 (1930) (settlement of suit for 
unfair trade practices held income). 

14 Buck Glass Company v. Hofferbert, 49-2 
ustc {| 9356, 176 F. (2d) 250 (CA-4). 

U.S. v. Safety Car Heating & Lighting Com- 
pany, 36-1 ustc { 9042, 297 U. S. 88; Mathey v. 
Commissioner, 49-2 ustc { 9428, 177 F. (2d) 259 
(CA-1). 
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13 Swastika Oil & Gas Company v. Commis- . 





plaintiff sued for. Did he claim losses of 
profits or an injury to his business as such? 
If the former, his recovery is income. If 
the latter, it may be a recovery of capital 
and, at worst, a capital gain. If the suit is 
settled, the question is: What was the money 
paid for—an injury to the business as such, 
a loss of profits or a patent infringement? 
Recovery for injury to the business may be 
a capital item; recovery for loss of profits 
or for infringing a patent seems to be ordi- 
nary income. 


Skillful negotiation in the settlement pre- 
sents some opportunity for a tax saving. 
Suppose the defendant buys the plaintiff’s 
business or a part of it, or suppose he buys 
plaintiff's patent. Such transactions are cap- 
ital in their nature. To be sure, the parties 
would have to show that the settlement was 
in fact what it purported to be, that the pay- 
ment made was really the purchase price of 
the patent or the business. Perhaps it could 
be contended, in a case like Raytheon, that 
the infringer had so completely deprived the 
owner of the use of his patent that he had 
been compelled, in effect, to sell it to the 


_infringer, and so any recovery is a capital 


item. Section 117 of the Code, providing 
for the taxation of capital gains, speaks in 
terms of “the sale or exchange” of a capital 
asset, and here there is no real sale or ex- 
change. Still, the Durkee case yields a ray of 
hope, but it is a ray of hope, not a foundation 
of granite. 


The terms of the complaint or of the set- 
tlement should be given credence in the tax 
case, unless they are patently false or sham. 
The Commissioner’s determination of the 
character of the payment is presumed to be 
correct; ® the taxpayer has the burden of up- 
setting it. That burden is not impossible to 
sustain. In general, the case must be deter- 
mined on the facts. 


Costs and Damages 


The decision of the Supreme Court in the 
Heininger case™® in 1943 marked an important 
turning point in the attitude of the courts 
toward the deduction of the expenses of liti- 
gation based on alleged statutory violations. 


16 Farmers’ & Merchants’ Bank of Catletts- 
burg, Kentucky v. Commissioner, 3 ustc { 972, 
59 F. (2d) 912 (CCA-2). 

1 Cited at footnote 16, at p. 913. 

1% See Armstrong Knitting Mills, cited at foot- 
note 13. 

12 Commissioner v. Heininger, 44-1 ustc { 9109, 
320 U. S. 467 (1943), aff’g 43-1 ustc { 9287, 133 
F. (2d) 567 (CCA-7). 














Since fines and penalties for violating stat- 
utes, or amounts paid in compromise thereof, 
have generally been held to be nondeducti- 
ble for reasons of public policy,” some courts 
had concluded that the costs of resisting 
their imposition should be treated the same 
way and had denied deductions for those 
expenses where the defense was unsuccess- 
ful.” The deductibility of the expenses of 
defending a civil suit brought by the gov- 
ernment under the antitrust laws was also 
made to depend on the success of the defense ” 
on the theory that it was not “necessary to 
resist a decree in equity forbidding viola- 
tions, except in cases where an injunction is 
unjustified.” 


Relying on those decisions the Board of 
Tax Appeals held that Heininger, a mail- 
order dealer in false teeth against whom the 
Postmaster General had issued a fraud order 
denying him the use of the mails, could not 
deduct the legal expenses incurred in getting 
an injunction against the order, the validity 
of the order having been later sustained.” 
The Supreme Court agreed with the Circuit 
Court of Appeals for the Seventh Circuit 
that Heininger could deduct the fees as “or- 
dinary and necessary business expenses” 
under Section 23(a). It rejected the govern- 
ment’s pat argument that “dentists in the 
mail order business do not ordinarily and 
necessarily attempt to sell teeth by fraudu- 
lent representations.” Right or wrong, the 
Court said, Heininger was defending his 
business from extinction and “to say that 
this course of conduct and the expenses 
which it involved were extraordinary or un- 
neccessary would be to ignore the ways of 
conduct and the forms of speech prevailing 
in the business world.” 


In clarifying the law * with respect to the 


deductibility of legal expenses in actions 
founded on statutory violations, regardless 


2 Great Northern Railway Company v. Com- 
missioner, 2 ustc { 504, 40 F. (2d) 372 (CCA-8, 
1930), cert. den. 282 U. S. 855; Burroughs Build- 
ing Material Company v. Commissioner, 2 ustc 
7 641, 47 F. (2d) 178 (CCA-2, 1931); Commis- 
missioner v. Longhorn Portland Cement Com- 
pany, 45-1 ustc J 9242, 148 F. (2d) 276 (CCA-5), 
cert. den. 326 U. S. 728; Universal Atlas Cement 
Company v. Commissioner, 49-1 ustc J 9110, 171 
F. (2d) 294 (CA-2, 1948), cert. den. 336 U. S. 962. 

21 Burroughs Building Material Company uv. 
Commissioner, cited at footnote 20. 


22 National Outdoor Advertising Bureau v. 


Helvering, 37-1 vustc { 9289, 89 F. (2d) 878 
(CCA-2). 

23 Heininger, CCH Dec. 12,554, 47 BTA 95 
(1942). 


24See Longhorn Portland Cement Company, 
CCH Dec. 13,747, 3 TC 310 (1944), rev'd, on 
other grounds, 45-1 ustc { 9242, 148 F. (2d) 276 
(CCA-5); Greene Motor Company, CCH Dec. 


of the outcome, the Heininger decision indi- 
cated that the Supreme Court would prob- 
ably reject also the government’s parallel 
argument that damages paid to a private 
party alleging injury through a violation of 
the antitrust laws are not ordinary and nec- 
essary business expenses. The Board of Tax 
Appeals had upheld the deductibility of such 
damages before the Heininger case,™ regard- 
ing the public policy involved as no different 
from that permitting the deduction of dam- 
ages for fraud,” malpractice,” negligence” or 
other torts committed in the conduct of a 
business. Even where the damages payable 
to private parties are trebled or otherwise 
increased under antitrust statutes, it seems 
proper that for tax purposes they should be 
treated as liquidated damages ™ rather than 
as “penalties” which might not be deducti- 
ble.” 


Amount of Deductions 


Although ordinary damages paid for an 
antitrust violation may be good deductions, 
that does not mean that everything paid to 
the plaintiff is necessarily deductible. If the 
defendant is paying over profits which he 
has made at the expense of the plaintiff and, 
in addition, is paying for patents or other 
business property out of which he will get 
a continuing benefit, the amount paid may be 
required to be capitalized, and deductions 
may be required to be taken by an allow- 
ance for depreciation or amortization over 
their useful life.” 


In that connection, any compensation for 
damage to good will, analyzed above from 
the viewpoint of the plaintiff, must also be 
analyzed from the viewpoint of the defend- 
ant. The answer is not necessarily a precise 
corollary —damages may not be income 





14,623, 5 TC 314 (1945); G. C. M. 24810, 1946-1 
CB 55. : 

23 International Shoe Company, 
10,090, 38 BTA 81 (1938). 

26 Helvering v. Hampton, 35-2 ustc {| 9562, 79 F. 
(2d) 358 (CCA-9). 

27S. M. 4078, V-1 CB 226 (1926). 

23 Anderson v. Commissioner, 36-1 ustc {| 9085, 
81 F. (2d) 457 (CCA-10). 

22 Double damages designated as ‘‘liquidated 
damages’’ under Section 16 (b) of the Fair 
Labor Standards Act of 1938 are deductible. 
I. T. 3762, 1945 CB 95. 

%0 If a case is settled for an amount less than 
the untrebled damages, it may be preferable to 
settle for a flat amount than to scale down the 
damages and then treble them in computing the 
settlement. 

%1 Failure to allocate may result in capitaliza- 
tion of the entire amount. See The Battle Creek 
Food Company, CCH Dec. 16,862(M), 8 TCM 
207 (1949). 


CCH Dec. 
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when received but may be a deduction when 
paid, as in the case of damages collected 
for an injury such as libel.” Therefore, when 
a defendant pays a plaintiff damages for in- 
juring his business, they should ordinarily 
be deductible by the defendant whether or 
not they are income to the plaintiff. The test 
of deductibility should be whether the de- 
fendant is prospectively acquiring something 
from the plaintiff or is merely paying for 
something taken from him in the past that 
has no future value.” 


Good Will 


It is from the viewpoint of the defendant 
that the Durkee case may be troublesome. 
If the good will of Durkee’s "business is to be 
regarded as having been sold or exchanged 
by Durkee in the settlement, did the defend- 
ants then purchase it, and should they be 
required to capitalize their expenditure as is 
ordinarily required when money is spent to 
purchase good will or going-concern value? 
The answer may depend on whether the 
plaintiff's business good will has any future 
value to the defendant at the time of the 
settlement. In Durkee’s case, that would be 
problematical, since Durkee gave no cove- 
nant not to compete in the future. But if the 
purpe:2 and effect of a settlement are the 
buying out of the business of a complaining 
competitor, capitalization of that part of the 
settlement allocable to acquiring his intangi- 
bles or his implied covenant not to compete 
may well be proper.” 


The allocations of sums paid in antitrust 
proceedings between items in different tax 
classifications, by parties whose tax and 
other interests may be adverse, is admittedly 
difficult, but the problem is not unique. Sell- 
ers and purchasers of businesses face it when 
they allocate a price between buildings and 
land, good will and inventory.” Husbands 
and wives must contend with it when they 
allocate in separation agreements between 
payments for the wife’s support, taxable to 
her and deductible by the husband, and pay- 
ments for the support of children. The 
courts have shown a willingness to approach 
with an open mind many of the questions 


2C, A. Hawkins, CCH Dec. 2390, 6 BTA 1023. 


(1927). 

33 Compare North American Investment Com- 
pany, CCH Dec. 7220, 24 BTA 419 (1931) (de- 
duction of the cost of reacquiring fraudulently 
issued stock); Aluminum Products Company, 
CCH Dec. 7222, 24 BTA 420 (1931) (capitaliza- 
tion of the cost of a compromise payment result- 
ing in acquisition of trade-mark rights). 

%Such intangibles are not ordinarily subject 
to a depreciation or obsolescence allowance. 
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we have discussed, but they cannot do so 
effectively unless the parties give them the 
facts they need. 


Law Makes Facts v. Facts Make Law 


The fact that a judgment or settlement is 
received and paid as the result of litigation 
arising under the antitrust laws does not in 
itself determine how it will be treated under 
the income tax laws. In the plaintiff’s hands 
it may be a restitution of taxable income, 
damages for the appropriation of business 
good will or proceeds from the sale of intan- 
gible or tangible property. To the defendant 
it may represent a deductible expense of 
doing business or the purchase of property, 
the cost of which may or may not be de- 
ductible in the form of depreciation. If the 
terms of the judgment or settlement are am- 
biguous, classification can be made only by 
looking at the pleadings and proof, and if 
they are open to more than one interpretation, 
the Commissioner will probably choose the in- 
terpretation most advantageous to him. The 


_ lawyer’s responsibility to his client is not 


only to obtain a favorable result but also to 
make sure that what the client is getting or 
giving can be correctly identified by the tax- 
ing authorities. The law should not, of 
course, make the facts, but it is equally true 
that the facts should be given their fair 
opportunity to make the law. [The End] 


Editor's Note: Mr. Magill’s significant 
paper is one of the 17 papers dealing 
with various phases of federal antitrust 
law delivered at the Fourth Annual Meet- 
ing of the Section on Antitrust Law, New 
York State Bar Association, on January 24. 
All have been published by Commerce 
Clearing House, Inc., in permanent book 
form as Antitrust Law Symposium 1952. 
Copies may be secured from CCH Products 
Company, 214 North Michigan Avenue, 
Chicago 1, Illinois, at $2 each. 


Clarke v. Haberle Crystal Springs Brewing Com- 
pany, 2 ustc J 466, 280 U. S. 384 (1930); Gulf 
Power Company, CCH Dec. 16,389, 10 TC 852 
(1948). 

35 See Fox River Paper Corporation v. U. 8., 
46-2 ustc { 9321, 65 F. Supp. 605 (DC Wis.); 
Addressograph-Multigraph Corporation, CCH 
Dec. 14,387(M), 4 TCM 147 (1945). 

36 Undesignated payments are deemed to be 
includible in the income of the wife. Code Sec. 
22 (k); Regs. 111, Sec. 29.22 (k)-1. 
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Lucas v. Ox Fibre Brush Company 


‘We Are Valued Either 
Too Highly or Not High Enough" 


Tax Classics e e by Robert S. Holzman 





AS HAS been said of writing poems on 
lavatory walls, “The reward is purely 
psychological.”* What happens when a 
corporation makes payments to an em- 
ployee that refer to years when compensa- 
tion had been partly psychological, the 
monetary reward of those years admittedly 
having been inadequate? 


In 1920 the Ox Fibre Brush Company 
directors voted sums of $24,000 each to 
J. K. Robinson, Jr., its president, and 
Alfred McEwen, the treasurer. During the 
consulship of these executives, sales had 
been increased from about $374,000 to some 
$1,273,000 per year. Separate resolutions 
recited that the present payments were be- 
ing made “as extra compensation for his 
past services to this company as an officer 
thereof and in any other capacity.” “Non- 
deductible in 1920,” intoned the Commis- 
sioner, as is his wont. “What?” demanded 
the corporation as it bristled indignantly. 
“Do you mean to say that those amounts 
are unreasonable when the officers never 
received more than $12,000 or $15,000 an- 
nually while they were building up the 
business?” “They might appear reasonable 
if you related them to the years when 
services were performed,” the Commis- 
sioner declared, “but we're only talking 
about 1920. As an accrual-basis taxpayer 
you may only deduct expenses in the year 
to which they are attributed.” “But it 
wasn’t known in those years that we would 
make the payments,” argued the taxpayer. 
“That was a 1920 notion of ours.” 


On April 14, 1930, Mr. Chief Justice 
Hughes delivered the opinion of the Su- 
preme Court:? 


“It is unnecessary to review the facts 
more in detail, as the Government, adopting 
the view that the additional compensation, 
as stated in the resolution of the board of 
directors and as found by the Circuit Court 


1Drylan Thomas, ‘‘How to Be a Poet,’’ The 
Atlantic Monthly, July, 1951, p. 49. 


of Appeals, was for services performed in 
prior years, concedes on behalf of the Com- 
missioner that the payments were reason- 
able for such services. The sole question, 
therefore, which the Government presents 
is whether these payments were properly 
deductible in the return for the year 
ae 


@ } HE PAYMENTS in the present in- 
, * stance were actually made in the year 
1920. The expenses represented by these 
payments were incurred in that year, for it 
is undisputed that there was no prior agree- 
ment or legal obligation to pay the additional 
compensation. This compensation for past 
services, it being admitted that it was rea- 
sonable in amount in view of the large 
benefits which the corporation had received 
as: the fruits of these services, the corpora- 
tion had a right to pay, if it saw fit. There 
is no suggestion of attempted evasion or 
abuse. The payments were made as a mat- 
ter of internal policy having appropriate 
regard to the advantage of recognition of 
skill and fidelity as a stimulus to continued 
effort. There was nothing in the income 
tax law to preclude such action. On the 
contrary, the payments fell directly within 
the provision of section 234 (a) as a rea- 
sonable allowance for compensation for 
personal services actually rendered. The 
statute does riot require that the services 
should be actually rendered during the 
taxable year, but that the payments there- 
for shall be proper expenses paid or in- 
curred during the taxable year. 


“It is urged that under Section 212 (b) 
of the Revenue Act of 1918... the Com- 
missioner was entitled to disallow the de- 
duction in the return for 1920, upon the 
ground that if it were allowed the return 
would not clearly reflect the income for 
that year. It is said that the basic princi- 


2 Lucas v. Ox Fibre Brush Company, 2 ustc 
{ 522, 281 U. S. 115 (1930). 
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ple to be applied is that the true net income 
is to be taxed. Section 212 (b).... 


“This section relates to the method of 
accounting; the Commissioner may make 
the computation on a basis that does 
clearly reflect the income, if the method 
employed by the taxpayer does not. But 
this section does not justify the Commis- 
sioner in allocating to previous years a 
reasonable allowance as compensation for 
services actually rendered, when the com- 
pensation was properly paid during the tax- 
able year and the obligation to pay was 
incurred during that year and not previ- 
ously. In the present instance, the expense 
could not be attributed to earlier years, for 
it was neither paid nor incurred in those 
years. There was no earlier accrual of lia- 
bility. It was deductible in the year 1920 
or not at all. Being deductible as a reason- 
able payment, there was no authority vested 
in the Commissioner to disregard the ac- 
tual transaction and to readjust the income 
on another basis which did not respond to 
the facts. 


“The case of United States ‘v. Anderson; 
269 U. S. 422, is not in point, as there the 
liability for the munitions tax at a fixed 
rate had accrued in the earlier year (1916) 
and was a charge on the business of that 
year, although the precise amount was as- 
certained and was payable in 1917. 
Compare Lucas, as Commissioner of Internal 
Revenue v. American Code Company,’ 280 
U.S. 445.” 


Co the Ox Fibre Brush Company de- 
cision, one writer observed that “the 
Supreme Court has... held... that re- 
muneration for services of a prior year is 
deductible in the year paid if reasonable 
compensation in the aggregate for the serv- 
ices which have been rendered.”* “It is 
well settled [since that case] that addi- 
tional compensation for past services is de- 
ductible in the year in which payments are 
authorized and properly accrued. Such de- 
ductions, however, must represent reason- 
able compensation for the past services.” ® 


A corporation paid its president nothing 
in the first three years of existence. In the 
fourth year the company was allowed to 


3See ‘‘Tax Classics,’’ 1948—X, TaxEes—The. 


Tax Magazine, October, 1948, p. 975. 

*See ‘‘Tax Classics,’’ XLII, TAxES—The Tax 
Magazine, June, 1951, p. 490. 

5 Frederick Leon Pearce, Income Tax Funda- 
mentals (Chicago, The Foundation Press, Inc., 
1937), p. 72. 

®’ Norman Loyall McLaren and B. J. Feigen- 
baum, Income Tax Management (San Francisco, 
Walker’s Manual, Inc., 1936), p. 127. 
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take a deduction for a lump-sum payment 
made at that time. “In fixing and paying 
his salary for . . . [the fourth year], the 
. . . [corporation] properly considered the 
fact that... [he] had not received any 
salary for the services he had rendered to 
it in the three prior years. Lucas v. Ox 
Fibre Brush Co..... ”™ The owner of the 
stock of two drugstores worked at a low 
salary, but in the year when the stores were 
sold, a large salary was paid him. Citing 
the past small compensation, the court said: 
“He did this in order to have larger 
amounts of the earnings available for rein- 
vestment in and expansion of the stores. 
... The payments made... during the 
taxable year were justified as reasonable 
compensation for past services, and, as 
such, are deductible. Lucas v. Ox Fibre 
Brush Co..... ”8 In the first good year suc- 
ceeding some lean ones, a corporation paid 
substantial compensation. “The evidence 
shows that the total amount paid ... was 
mot intended to compensate them merely 
for services that had been performed in that 
year but to compensate them in part for 
services rendered in prior years. The situa- 
tion in this case is practically the same as 


‘obtained in Lucas v. Ox Fibre Brush Co. 


.... In accordance with the above cited 
case the contention of the .. . [corporation ] 
is sustained.” ® 


| 5 lgetnienecigenatalagh doe compensation arrange- 
ments may be similarly regarded. A 
corporation paid no salaries to its officers, 
but during its second year of existence it 
entered into a contract to pay a weekly fee 
to a management firm which was a partner- 
ship consisting of the corporate officers. 
This arrangement was made retroactive to 
the beginning of its second fiscal year. 
“These officers and directors of the corpo- 
ration who were in charge of its business 
operations received no salaries as such and 
it seems to us that under the doctrine of 
the Ox Fibre Brush Co. case, supra, the retro- 
active payments of management fees to the 
beginning of the fiscal year are deductible 
and that this is true even though it may be 
assumed that there was no oral partnership 
existing prior to the signing of the written 
partnership agreement.” ” 


t™ Shipyard River Terminal Company, CCH 
Dec. 14,281(M), 3 TCM 1292 (1944). 

8 Arkay Drug Company et al., CCH Dec. 
14,234(M), 3 TCM 1194 (1944). 

* Amsterdam Building Company, CCH Dec. 
13,736(M), 3 TCM 127 (1944). 

10 Associated Theatres Corporation, CCH Dec. 
17,507, 14 TC 313 (1950). 

* 











Where retroactive payments are made 
that appear to be equivalent to dividends, 
the corporation is not entitled to a deduc- 
tion. Thus, a corporation paid increased 
salaries in recognition of the fact that past 
compensation was inadequate, but the court 
noted that dividends had not kept up with 
increasing earnings. “Unlike the salaries 
in Lucas v. Ox Fibre Brush Co... ., which 
involved no consideration of amounts paid to 
shareholder-officers, the amounts paid as 
salaries... were not recognized in the reso- 
lutions authorizing them as being compen- 
sation for earlier years, and the officers’ 
testimony now long after the event is not 
convincing.” A directors’ resolution had 
provided for a bonus to certain officers on 
a profit-percentage basis. For several years the 
bonus was omitted, then in a single year 
payments were made for the omitted peri- 
ods. Deduction was denied. “In Lucas v. 
Ox Fibre Brush Co... . it was held that 
salaries for services rendered in previous 
years were deductible from income for the 
taxable year in which they were allowed and 
paid; but in that case there was no prior 
agreement or legal obligation to pay the 
salaries at the time the services were ren- 
dered. ... Here... [there] was a subsist- 
ing agreement, which, upon the performance 
of the services by the officers, became an 
obligation incurred by the . . . [corpora- 
tion}.”* 


Toward the close of a taxable year the 
directors declared that officers had been 
underpaid in the past because of the com- 
pany’s financial condition but that bonuses 
now could be paid in recognition of this 
fact. Furthermore, “if the final audit of the 
current year’s operations shall reveal that 
the profits for the year are in excess of the 
amounts now anticipated, nothing in this 
resolution shall be construed as prohibiting 
the Board of Directors from declaring fur- 
ther bonuses. .. .” Further bonuses were 
authorized and allowed. “They had an 
agreement or understanding that when... 
[the corporation’s] financial condition im- 
proved they: would be recompensed for the 
low salaries received; and that the resolu- 
tions adopted . . . represented the first steps 
taken to carry into effect the plan. 
Compensation reasonable in amount, cover- 
ing services rendered in prior years, has 
been held to be deductible in the year in 
which paid. Lucas v. Ox Fibre Brush Co. 





11Compeco Dye Works, 
14,072(M), 3 TCM 778 (1944). 


Inc., CCH Dec. 


12 American Snuff Company v. Commissioner, 


37-2 ustc { 9605, 93 F. (2d) 201 (CCA-6). 
13 Grogan Manufacturing Company, goH Dec. 
16,750(M), 7 TCM 951 (1948). 
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2’ However, a corporation was not 


allowed a deduction for prior-period com- 
pensation adjustments where two salaries 
mounted without comparable dividends. 
“It is at once observable that the making 
of this compensation in unequal amounts 
avoids an embarrassing inference which 
would arise of two men owning the same 
amount of stock were to be paid equal com- 


pensation under the guise of salaries. ... 
It is... interesting to note that the resolu- 
tion . . . is worded in exactly the same 


phrases of the resolution of the board of 
directors in Lucas v. Ox Fibre Brush Co. 

. and that by ... [that meeting] an 
exceptionally prosperous income year had 
been definitely established for the 
corporation and the prospects of continued 
good business were practically certain. ... 
To make the compensation of these two of- 
ficers equal would be a rather obvious mis- 
take to a competent lawyer who had the 
foresight to look up the case of Lucas v. 
Ox Fibre Brush Co., before he prepared the 
resolution.” ™ 


HE FORM of the compensation is im- 

material. Thus, former workers may be 
covered. “Employers making payments 
(reasonable in amount) of bonuses to em- 
ployees or of pensions to retired employees, 
in the nature of extra compensation for past 
services, may deduct such payments as 
‘ordinary and necessary expenses’ of the 
business. Lucas v. Ox Fibre Brush Co. 

..’* Under an employment contract, a 
corporation agreed to pay an individual a spe- 
cific salary and to set aside certain corporate 
stock which would be his when future divi- 
dends had accumulated to the extent of the 
par value of the stock. That took place five 
years later, in which year a deduction for 
compensation was allowed. “Since no part 
of the deduction claimed was allowable 
prior to... [the later year], but did become 
fixed as a liability . . . when it was satisfied 
through the delivery of the stock, we are of 
the opinion that the additional compensa- 
tion so paid in... [the later year] is an 
allowable deduction in that year. ... The 
fact that such compensation represented in 
part compensation for prior years is not 
material. Lucas v. Ox Fibre Brush Co. 

..’** Under a bonus plan a corporation 
invested in its own stock for the benefit of 
designated employees, the stock being held by 


4% Commercial Iron Works, 
15,516(M), 5 TCM 1059 (1946). 


CCH Dec. 


% Flood et al. v. U. 8., 43-1 ustc { 9259, 133 


F. (2d) 173 (CCA-1). 
16 Hudson Motor Car Company v. U. 8., 3 ustc 
{ 1121, 3 F. Supp. 834 (Ct. Cls., 1933). 
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a trustee for a certain number of years, after 
which it would go to the employee involved 
if he were still in the company’s service. 
“We think the Tax Court correctly held 
that the market value at the time of de- 
livery was properly deducted by the... 
[corporation] because that delivery was an 
additional reasonable compensation for past 
services actually rendered. Cf. Lucas v. Ox 
Fibre Brush Co..... _— 


However, it must be established that the 
payment is compensation. A corporation 
paid attorneys’ fees in connection with the 
defense of its president. He had been 
charged with raping an applicant for em- 
ployment. The court found, “the act 
charged to have been committed was 
wholly outside of his duties” (presumably 
they were merely supervisory). The cor- 
poration claimed the deduction as being 
equivalent to additional compensation to 
him. The company “cites the Lucas v. Ox 
Fibre Brush Co. case [but there] the 
money was paid the officers as extra com- 
pensation and the resolution authorizing 
such payment so stated.” * 


A corporation’s manager donated part of 
his salary to the company in poor years 
via abatement. When business was good 
again he requested reimbursement, which 
was granted in a lump sum. “The . 
[corporation] charged it in the year it was 
authorized and paid. The . . . [Commis- 
sioner] claims it should have been spread 
over all the years involved, because . 
[the] books were kept on an accrual basis. 
... But the books of the company reflected 
the true situation. .. .”” A corporation’s 
board set the officers’ salaries, a note in the 
minutes stating that they would accept 
lesser amounts if the profit and loss state- 
ment were subjected to an unreasonable 
burden. Five years later, in 1942, the min- 
utes authorized greatly increased compen- 
sation for those years, which was allowed. 
“Aside from rhetoric, the main point for 
the defense seems to be that the resolution 
of ... 1942, to the extent that it was retro- 
active, was invalid, and therefore even if the 
amount paid was reasonable, ordinary and 
necessary, the tax-gatherer is entitled to a 
windfall. It seems to me that this question 
has been set at rest by Lucas v. Ox Fibre 
Brush Co. .... To me it seems that in apply- 


1 International Freighting Corporation, Inc. 
v. Commissioner, 43-1 ustc { 9334, 135 F. (2d) 
310 (CCA-2). 

1% Pantages Theatre Company v. Welch, 4 ustc 
{ 1295, 71 F. (2d) 68 (CCA-9, 1934). 

19 Skinner Manufacturing Company v. U. S8., 
4 ustc J 1354, 8 F. Supp. 741 (Ct. Cls., 1934). 
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’ vy, Ox Fibre Brush Co. . . 


ing the doctrine of the Ox Fibre Brush case 
the question of the extent of the employees’ 
stockholdings is irrelevant, except in cases 
of attempted evasion or abuse of the statute. 
There is no such suggestion here.” ” 


HERE PAYMENT IS MADE to 

cover periods when salary controls 
were in effect, the same doctrine applies. 
The Salary Stablization Unit did not ap- 
prove a corporation’s application jor a sal- 
ary increase, so the payment was made in a 
subsequent year after restrictions were re- 
laxed. The Commissioner “contends that 
the case of Lucas v. Ox Fibre Brush Co. is 
not applicable because in the instant case 
there was a prior agreement to pay the 
additional sum. Such an agreement 
[could] not have been enforced by the... 
[employee]. The board of directors merely 
authorized an increase ... on the contin- 
gency that such an increase would be per- 
missible under the then existing salary 
stabilization laws. Such an authorization or 
agreement does not render inapplicable the 
rule of Lucas v. Ox Fibre Brush Co., 
supra.”** Directors raised compensation of 
two sales managers from 20 per cent of 
sales to 25 per cent, but no Salary Stabliza- 
tion Act approval was requested or ob- 
tained. Instead, the 20 per cent figure was 
still paid until controls were lifted, after 
which the remaining 5 per cent was paid. 
“The factual and legal situations being as 
they were, the resolution at the most could 
only indicate an existing intention on the 
part of the corporation to incur such an 
obligation when the Stablization Act would 
no longer be in force. . . . Such being the 
case, the... [corporation’s] claim of deduc- 
tion for the [later year] . . . is well taken, 
and the disallowance thereof by the... 
[Commissioner] is denied. Lucas v. Ox 
Fibre Brush Co..... tis 


Death does not change the rationale. 
After the death of its president, a corpora- 
tion’s directors voted him a sum in 
recognition of prior-period inadequancies of 
compensation. “It is conceded in the. . 
[Commissioner’s] brief that if additional 
compensation for services in prior years 
had been paid . . . while he was alive and 
president, the amount paid would be, under 
the decision of the Supreme Court in Lucas 
. deductible... . 





20 Pabst Air Conditioning Corporation v. Mar- 
celle, 50-1 ustc | 9173 (DCN. Y.). 

21 Buffalo Shook Company, Inc., CCH Dec. 
18,511(M), 10 TCM 820 (1951). 

22 Woodlawn Park Cemetery Company, CCH 
Dec. 18,281, 16 TC 1067 (1951). 
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We cannot see wherein the . . . [company] 
should be denied the deduction simply be- 
cause ... [he] had died... .”™ 


T IS NOT SIGNIFICANT that an 

employee’s compensation from one cor- 
poration happened to be inadequate at the 
same time that he was being paid by an 
affiliated company. “The Commissioner in 
arguing for the support of his determination 
lays a great deal of stress on the fact that 
petitioner’s president . . . was also president 
of ... [an affiliate], and in such capacity 
received liberal salaries from that corpora- 
tion. . . . [But the companies] were sepa- 
rate corporations and while they were 
owned by what might be termed the same 
interests, they were operated separately and 
the Commissioner has made no effort to 
apply the provisions of section 45, I. R. C. 
to the two corporations and does not claim 
that the section is applicable.” * 


Reasonableness is still a prerequisite for the 
application of the doctrine. “In view of the 
. . . [corporation’s] earnings and the fact 
that the directors, with the knowledge of 
the stockholders, fixed an amount they 
deemed proper, we should not interfere un- 
less the amounts paid were obviously exces- 
sive. Lucas v. Ox Fibre Brush Co. .... — 
“Conceding the action of the board is ordi- 
narily entitled to great weight, where the 
salaries involved were those paid to the 
only two stockholders, who constituted two 
of a three-member board of directors, we 
hesitate to give such action the weight that 
it would have in a different set of circum- 
stances.” 


That services were in past periods must 
be shown. The corporation “advances the 
doctrine of Lucas v. Ox Fibre Brush Co... . 
to the effect that a corporation may deduct 
additional compensation given for services 
performed in prior years. The case is not in 
point, for it is not shown that... [the] 
salaries were paid in whole or in part for 
that purpose.”™ Lack of supporting data 
may be fatal. “In the absence of any min- 


23 Taylor-Logan Company, Papermakers vv. 
White, 3 ustc $1019, 62 F. (2d) 336 (CCA-1, 
1932). 

24 Zindler Building, Inc., CCH Dec. 18,193(M), 
10 TCM 216 (1951). 

2% Miller-Dunn Company, CCH Dec. 15,025(M), 
5 TCM 114 (1946). 

2% Bluefries-New York, 
14,977(M), 5 TCM 58 (1946). 

27 Albermarle Plumbing and Heating Com- 
pany, Inc., CCH Dec. 14,013(M), 3 TCM 637 
(1944). 

°s Outlet Clothing Company, Inc., CCH Dec. 
14,877(M), 4 TCM 1052 (1945). 


Inc., CCH Dec. 


utes of any directors’ meeting establishing 
salaries or showing consideration of the sal- 
aries paid in former years, and in the 
absence of record as to manner of deter- 
mination of salaries in those years or their 
treatment on the corporate records, we do 
not feel justified in applying the principles 
of Lucas v. Ox Fibre Brush Co... . for rea- 
sons shown in that decision.” ™ A corpora- 
tion could not argue that as it had paid 
small salaries to its president in earlier 
years, payment in the taxable year was, in 
effect, a payment for past services which 
were not recognized properly. “Here, there 
is nothing in the record to indicate that the 
amounts paid to Mrs. . . . [President] in 
each taxable year constituted two elements, 
one, salary for services given in each. year 
and, two, additional compensation in each 
taxable year for past services.” ” 


Sometimes it is the corporation which 
argues that the Ox Fibre Brush doctrine does 
not apply; it depends upon whose ox is 
gored.” A corporation could not relate pay- 
ments in the taxable year to the periods 
when services had been performed, for “the 
additional compensation was wholly de- 
pendent upon the action of the directors of 
the company. Their action . .. was not 
retroactive so as to incur an obligation in 
... [the earlier year], when no such obliga- 
tion existed during that year.”™ Similar 
was the result where directors decided upon 
bonuses for certain employees, the amounts 
not to be decided upon till after the books 
were closed. “It seems not to be disputed 
here that expenses are incurred only when 
there is an agreement or legal obligation 
to pay them within the taxable year. In- 
deed, that seems to be the view taken of the 
very language of this Section by the Su- 
preme Court of the United States in Lucas, 
Commissioner of Internal Revenue v. Ox 
Fibre Brush Co aie 


“Knowest thou not, that he that paieth 
afore hand, hath neuer his worke well 
done?”* In addition, in days of rising 
rates, he that payeth behindhand also will 
get a bigger tax deduction. 


2A. C. F. Oil Company, CCH Dec. 12,530-E 
(1942). 

3° Somewhere along the line the sex of this 
old adage seems to have been changed. “Wars 
meine Kuhe [cow], das ist ein ander Ding.” 
Martin Luther, Sdmmtliche Werke (Frankfurt, 
Heyder & Zimmer, 1854), Vol. 62, p. 550. 

31 Desco Corporation v. U. 8., 1932 CCH Stand- 
ard Federal Tax Reports { 9028, 55 F. (2d) 411 
(DC Del.). 

32 Bauer Brothers Company v. Commissioner, 
2 ustc { 666, 46 F. (2d) 874 (CCA-6, 1931). 

3% John Florio, Second Frutes (London, 
printed for Thomas Woodcock, 1591), folio 39. 
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Books ... 


Estate Planning in Detail 


Tax Planning for Estates. William J. Bowe. 
Vanderbilt University Press, Nashville, Ten- 
nessee. 1952. 100 pages. $2. 


Professor Bowe’s book begins with a dis- 
cussion of a typical estate plan and then 
proceeds to outline some of the tax details 
which should be considered—death taxes, 
vift taxes, inter-vivos gifts, testamentary 
gift tax and the problem of estate liquidity, 
to mention only a few of the details it 
covers. 


Professor Bowe has included in his book 
certain ideas that stimulate interest and 
focus attention upon the need for estate 
planning and on the problem of getting a 
man to do something about it. For example: 


Have you suggested to the man who has 
securities he should sell for investment rea- 
sons but hesitates to do so because of the 
capital gain tax, how he can, by a gift in 
trust, save estate taxes, income taxes, and 
obtain a lower tax on the realized capital 
gain? 

Does your client realize that he can pro- 
vide for maximum use of the marital de- 
duction, yet permit his spouse to disclaim 
part or all of it after his death? 


Many people object to trusts because they 
believe they tie property up too rigidly. 
Professor Bowe summarizes some of the 
trustees’ powers which can be included to 
give the trust adequate flexibility. 

Is your client aware of the fact that even 
if a gift is held to have been made in con- 
templation of death, taxes will be saved? 


The foregoing are merely a few ideas 
picked at random. 


Tax Theory 


Taxation and the American Economy. Wil- 
liam H. Anderson. Prentice-Hall, Inc., 70 
Fifth Avenue, New York 11, New York. 
1951. 598 pages. $8. 

This is one of the Prentice-Hall economic 
series of books. The author has covered 
very well in eight parts the relationship of 


Books ... Articles 





.. Articles 


taxation to certain factors of our system 
which are important sources of tax revenue, 
such as property, income, gifts and inherit- 
ances, business and consumption. The au- 
thor also analyzes the problems of tax policies 
in wartime, prosperity and depression. 


The author is associate professor of eco- 
nomics, University of Southern California, 
and he has gained considerable knowledge, 
experience and prestige in this field by rea- 
son of his work with Doctor Walter W. 
Heller of the University of Minnesota and 
Doctor Harold M. Groves of the University 
of Wisconsin, with whom he was associated 
in the preparation of Professor Grove’s 
Postwar Taxation and Economic Progress and 
in the revision of his Financing Government. 


This book is recommended to the tax 
man whose knowledge has come primarily 
from experience, and a little theory now and 
then should be relished by the best of 
tax men. 


The Schizoid 


Federal Income Taxation of Partnerships. 
Paul Little. Little, Brown and Company, 
34 Beacon Street, Boston 6, Massachusetts. 
1952. 459 pages. $12.50. 


One way to approach some knowledge of 
the income tax law is to attack the statute 
section by section in numerical order. An- 
other avenue of approach is by subject 
matter. For instance, the tax problems of 
the individual taxpayer have been grouped 
and printed in book form. The same with 
the tax problems pertaining to corporations, 
and now the complexities of the law make 
feasible and necessary a book dealing with 
the tax problems of a partnership. 


It has certainly become a demonstrable 
fact in the last few years that the more 


* onerous the tax burden the more fruitful 


the ingenuity of the taxpayer. The draftsmen 
of federal tax legislation are not lacking in in- 
genuity either for they have countered each 
device of the taxpayer with a legislative bung. 


While the taxpayer has been about the 
business of minimizing his own taxes and 
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shifting from one business form to another 
—proprietorship, partnership and corpora- 
tion and back again—he has also been 
about the business of developing some very 
interesting law. Mr. Little’s book concerns 
itself with the great amount of this new 
law that has been made dealing with the 
taxation of the income of partnerships. 
Most of the unsolved problems in this field 
arise from the conflict between the two 
basic concepts in respect to the nature of 
the partnership. If the partnership is an 
entity, its members may generally deal with 
it as they would with an outsider, subject 
to the limitations necessary to prevent tax 
avoidance. If it is a mere aggregate of the 
individuals of which it is composed, then 
any transaction between the partner and 
partnership is in substance merely a trans- 
action between that partner individually 
and that partner plus all remaining partners. 
This conflict of entity theory and aggregate 
theory, says the author, “threads through 
almost every major income tax problem in- 
volving partnerships.” 


Most of the tax questions encountered in 
the organization, operations and termina- 
tion of partnerships developed out of tran- 
sactions between partner and partnership or 
between partners. Almost all of these prob- 
lems are created because the partnership 
is recognized as an entity; and in a great 
majority of cases the nature of the partner- 
ship is not spelled out by the statutes and, 
consequently, the taxpayer is left to the 
mercies of the courts and the commissioner 
in securing a final determination of this 
question. Congress has indicated that for 
the purpose of having an income tax basis 
for property held by a partnership and for 
computing income arising from the enter- 
prise, the partnership is considered an en- 
tity, while on the other hand Congress has 
indicated that for the purpose of paying 
a tax the partnership is considered only an 
aggregate of individual taxpayers. 


It is entirely possible to construct an 
adequate statutory pattern for the income 
taxation of partnerships in which both the 
entity and aggregate theories of partnersiip 
law have a place. This structure would 
continue to treat the partnership as the 
aggregate of its members for the purpose 
of paying a tax upon the firm’s income. 
For the purposes of computing that income, 
however, the partnership would continue to 
be treated as an entity. 


In the appendices the author has set out 
examples of the application of the principles 
discussed in this text. And thus rounds off 
an interesting and usable book. 


For the Stock You Own 


Stock Values and Yields for 1952 State Tax 
Purposes. Commerce Clearing House, Inc., 
214 North Michigan Avenue, Chicago 1, 
Illinois. 151 pages. 1952. $2. 


This book presents stock values and yields 
for use in the preparation of state and local 
property tax returns and state income tax 
returns. The values used in this book are 
as of January 1, 1952. The yields are the 
dividends paid during the calendar year. 


Law Is for Lawyers 


A Study of Unauthorized Practice of Law. 
Edwin M. Otterbourg. American Bar As- 
sociation Committee on Unauthorized Prac- 
tice of the Law, 1140 North Dearborn 
Street, Chicago, Illinois. 1951. 84 pages. $2. 


This booklet contains a report prepared 
for the Survey of the Legal Profession. 
The author was chosen to write this report 
because he is a former chairman of the 
American Bar Association standing com- 
mittee on unauthorized practice of the law. 
It discusses the nature and the effect of the 
unauthorized practice of law, how to pre- 
vent it and other subjects related to the title. 


ARTICLES 


Gain or Income from Real Estate Sale or 
Exchange ... The dean of the University 
of Kansas City’s law school has written on 
the impact of federal taxation on real estate 
deals. He notes the particular seriousness 
of the situation “when the sale or exchange 
occurs in a year when the taxpayer’s income 
from other sources is abnormally high or 
where the gain from the transaction is in 
itself so large that much of it falls in higher 
tax brackets.” 


Mr. Volz suggests deferring of the tax to 
another year or spreading of it over several 
years. He warns, however, that such seek- 
ing for substantial benefit by the taxpayer 
is a gamble that tax rates will not increase 
and be higher in the subsequent years.— 
Volz, “Federal Income Tax Aspects of Real 
Estate Transactions—Part I,” University of 
Kansas City Law Review, April-June, 1951. 


And Further Discussion . . . The second 
part of the article presents considerations of 
tax results of a real property exchange, 
otherwise tax free, where an existing mort- 
gage is involved. The writer is a member 
of the Federal Taxation Committee of the 
Missouri Bar Association.—Erbacher, “‘Fed- 
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eral Income Tax Aspects of Real Estate 
Transactions—Part II,” University of Kan- 


sas City Law Review, April-June, 1951. 


Koeninger Case Discussed The 
case of Koeninger v. Toledo Trust Company 
is a focal point in this lengthy article. The 
author notes of trust problems: “In some 
cases it is possible to give complete effect 
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trinsic merit it may have, should be delayed 
until its effects on the rights of the citizens 
can be studied, and if it is approved, pro- 
tective legislation can be enacted. All tax 
practitioners, whether lawyers or account- 
ants, should be active in securing the delay 
necessary until adequate study can be made. 
In the author’s opinion the best way to do 
this is to be sure that Congress is informed 
of the problem. A slight delay while the 
effects of the proposal are studied will do 
no real harm; immediate passage may work 
irremediable harm to the taxpayers. 


S INCE the above was written, the Bureau 
of Internal Revenue has, rather success- 
fully, persuaded Congress that the proposed 
reorganization will in no way jeopardize a 
taxpayer’s rights in the district court. In 
the author’s opinion, the testimony of the 
3ureau officials is somewhat less than re- 
assuring. In fact, it seems so obviously 
pointed to the desired conclusion that the 
author is convinced that this problem re- 
ceived practically no consideration when the 
plan was proposed. 

The testimony of Commissioner Dunlap 
before the House Committee on Expendi- 
tures in the Executive Departments (pages 
152 and following) and that of Thomas J. 
Lynch (pages 202 and following) show that 
the basis of their opinion that a taxpayer’s 
rights will not be disturbed in any manner 
“rests in the fact that the functions of the 
Collector’s office will be transferred to the 
office of the deputy district commissioner” 
(page 206) and that since the right to sue 
the collector is an offshoot of his “func- 
tions,” the right to sue the deputy district 
commissioners will exist in its place. Such 


11 See report on Section 4 of the plan—Report ~ 


of the Committee on Expenditures in the Ex- 
ecutive Departments. ‘‘The functions, if any, 
that have been vested by statute in officers, 
agencies, or employees of the Bureau... are 
transferred to the Secretary of the Treasury.’’ 

2 P. 2B: 

“Mr. Curtis (to Mr. Lynch). 
would be the answer. 


Books . 


I thought that 
In other words, I under- 


. . Articles 





to an amendment by treating it as appli- 
cable only to the corpus of the iter vivos 
trust. In other cases the amendment can 
be given complete effect only by relating 
it to property passing at death.” Both situ- 
ations were presented in the Koeninger case. 
—Palmer, “Testamentary Disposition to the 
Trustee of an Inter Vivos Trust,” Michigan 
Law Review, November, 1951. 


testimony is rather clearly convincing of 
the fact that no consideration was given to 
the effect of the plan on the right to sue 
in the district court. 


First—In the same testimony, Mr. Lynch 
quotes from a Bureau memorandum of 
January 17, 1952, to the effect that these 
functions of the collector’s office are trans- 
ferred to the district commissioners rather 
than to the deputy district commissioners 
(page 202). On page 206 he says that these 
functions go to the deputy district com- 
missioners. In fact one wonders whether 


_the functions are not actually transferred 


to the Secretary of the Treasury.” So, even 
if the touchstone of the right to be sued 
lies in the functions of the office, the actual 
defendant is not easy to determine. 


Second.—This testimony seems to miss 
the exact point, that this right to sue is 
entirely personal and rests in assumpsit for 
money had and received. It is not the func- 
tions of the office of collector that govern 
but the fact that the collector, as an indi- 
vidual, received the money, that makes him 
suable.” 


The confusion which this testimony has 
produced in Congress is clearly indicated in 
the debate on the plan in the House (Con- 
gressional Record, January 30, 1952, Volume 
98, No. 15). Thus, on page 660, when 
Representative Gerald R. Ford of Michigan, 
who deserves great commendation for his 
efforts to protect the taxpayer’s rights, 
asked what would happen to suits already 
begun against the collector, Mr. Lanham 
quoted Public Law 109, Eighty-first Con- 
gress, Section (b), that provides for sub- 
stitution of suits against the successor in 


stand your basic answer is that the right to sue 
follows the function rather than any title. 

‘‘Mr. Lynch. That is correct. 

“Mr. Curtis. And this statute would do that. 
Your answer, then, to this question of the right 
to a jury trial is preserved under the reorgani- 
zation plan, the provisions of the plan preserv- 
ing that right or that basic same answer? 

‘“‘Mr. Lynch. Yes.’’ 
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office of government officials. Those familiar 
with the problem recognize, of course, that 
such action would, in the nature of the suit 
against a collector, be fatal. (Toledo Edison 
Company v. McMaken, 39-1 ustc { 9447, 103 
F. (2d) 72 (CCA-6), certiorari denied 308 
U. S. 569.) Mr. Ford then asked about a 
suit where the tax was paid to the collector 
but the suit was not started before the plan 
went into effect: 


“Does he have the right to start suit 
against the deputy district commissioner ? 


“Mr. Lanham. That is correct. 


“Mr. Ford. He does have, even though 
he paid his money to the collector? 


Yes.” 


This opinion of Mr. Lanham, based on 
the testimony of the Bureau’s officials, is 
completely contrary to the court decisions 
that suit must be brought against the col- 
lector who collected the tax (Warner v. 
Walsh, 1928 CCH Stranparp FEDERAL TAx 
Reports { D-8330, 27 F. (2d) 952 (DC 
Conn.)) and not his successor (Smietanka 
v. Indiana Steel Company, 1 ustc § 53, 257 
U. S. 1 (1921); Brauch v. Birmingham, 43-1 
ustc { 9446, 49 F. Supp. 229, (DC Ia.)). 
When the collector dies, his executor (Pat- 
ton v. Brady, 184 U. S. 608 (1902); Lawyers 
Mortgage Company v. Bowers, 1931 CCH 
STANDARD FEDERAL TAX Reports { 9383, 50 
F. (2d) 104 (CCA-2)), rather than the suc- 


“Mr. Lanham. 
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cessor collector (Toledo Edison Company v. 
McMaken, above), must be substituted as 
defendant. 


Third.—The opinions of the Bureau repre- 
sentatives, even if well founded, are opinions 
only, not binding on the courts, on the De- 
partment of Justice or even on the Bureau. This 
is a matter about which there should be no 
doubt. 


Fourth.—The testimony did not cover the 
right to sue the United States for sums over 
$10,000. There is some confusion in the 
cases already, and the proposed plan will 
apparently confound that confusion further. 


In short, the author believes that a careful 
analysis of the testimony of the Bureau 
representatives indicates that the effect of 
the reorganization on the right to sue in the 
district court was given no thought before 
it was submitted and that, when questions 
were raised, the Bureau was directed to give 
testimony to support the illusion that the 
problem had been considered. The tax- 
payers of this country are entitled to more 
reliable protection than this, particularly 
when that testimony seems so clearly di- 
rected to a foregone conclusion rather than 
to a candid discussion of the effects of the 
plan. The conclusion in the original article 
that protective legislation is needed is re- 
inforced by the confusing and apparently 
incorrect conclusions fostered by the Bureau 
in support of the plan. 











tion for the adjustment is made on a special 
form. Investigation is restricted to a check 
of mathematical computations, and payment 
or crediting of the amount properly claimed 
must be made within 90 days. 


Basically, the adjustment was created to 
provide quick cash for loss businesses by a 
payment of cash or reduction of current tax 
liabilities. This so-called refund is exactly 
what the statute says it is, namely, a tenta- 
tive (not final) adjustment. It carries with 
it no finality whatsoever. 


This adjustment is not even in the class 
of an erroneous refund, because any exces- 
sive refund ascertained after audit is as- 
sessed and collected without issuance of a 
formal statutory notice of deficiency review- 
able before the Tax Court. It is treated as 
a mathematical error on the face of the return. 


Section 3780 dealing with these adjust- 
ments specifically provides: “An applica- 
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tion under this subsection shall not con- 
stitute a claim for credit or refund.” 


Payment due to the taxpayer under the 
adjustment cannot be credited to any unpaid 
tax for any year other than the year imme- 
diately preceding the year of loss. 


There have been some very peculiar re- 
sults from this plan of adjustment. I recall 
one case where a corporation, against which 
an unpaid jeopardy-fraud assessment ap- 
proximating half a million dollars was out- 
standing, received back, and spent, $40 thou- 
sand. The Commissioner could not apply 
the adjustment payment to the unpaid tax 
because the tax was for a year too long past. 


The tentative loss carry-back adjustment 
is, therefore, not a refund at all but a loan 
by the government in the guise of a tax 
refund which is payable either by applying 
to the loan a proper refund of a previously 
paid tax or by collecting the loan as though 
it were an unpaid tax. [The End] 
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PERIODIC BUSINESS INCOME 
AND CHANGING PRICE LEVELS 


Address given by George O. May at 
the Fifth Tax Conference of the Cana- 
dian Tax Foundation in Montreal, 
November 13, 1951. 


I was invited to come here as a member 
of the study group on concepts of business 
income, and I accepted the invitation with 
great pleasure for two reasons: first, be- 
cause it is always interesting to me to come 
and discuss questions here where you are 
between two points of view, that of the 
United States and that of England; and, 
second, because I am very glad to come to 
a meeting in which accountants are cooper- 
ating with other disciplines. It has been 
one of the great objectives of my past busi- 
ness life to bring about such relations, and 
my interest in the study group is engendered 
because it is of that type. 


I cannot undertake to speak quite dis- 
passionately about the study group any 
more than I could about my grandchildren, 
because this study is a stage in a program 
that I have contemplated for the last quar- 
ter of a century. If-anybody cares to trace 
this development, he can see that one of 
the landmarks in it, to which I shall refer 
later, is the cooperation between the Ameri- 
can Institute of Accountants and the New 
York Stock Exchange which led to corre- 
spondence which I think has had very con- 
siderable effect on financial accounting in 
the United States. 


I am always glad also to speak a word 
on behalf of financial accounting, which I 
regard as the stepchild of accounting. The 
recording functions have been developed 
extensively and with great efficiency be- 
cause of the economy that resulted from 
them. Administrative accounting has been 
lavishly supported because it saved or made 
money. The tax aspect of accounting re- 
ceives consideration for a similar practical 
reason. But making financial reports at the 
end of the year is just a chore which does 


not produce any money, so it has been a 


branch of accounting which has attracted 
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little interest among the profession. 
happens to be the branch of the profession 
that I have been most concerned with, and 
I have tried to do the best I can for the 
poor stepchild in which I feel a special 
interest. 


The subject chosen for discussion is the 
determination of periodic income in relation 
to changing price levels. That is an aspect 
of the problem of periodic income on which 
the attention of the study group has been 
focused as a result of the rapid rise in prices 
in the last decade. 


Fluctuations and Changes 
of Price Levels 


In consideration of this point, I saw the 
other day that an academic accountant had 
said that if we just had a little creeping 
inflation of only 4 or 5 per cent per annum, 
it could be handled without much difficulty. 
I am afraid that gentleman had never 
studied the effect of accumulation of com- - 
pound interest. I thought of writing to him 
and pointing out that very simple method, 
with which you are no doubt familiar, of 
determining how long it takes for a number 
to double by compound progression in this 
way. You just have to divide 70 by the 
rate of accumulation, and you will get the 
result fairly accurately. Now that means 
that if you have a 7 per cent cumulation 
of rising prices every year, the price level 
will be doubled in a decade. That is what 
happened between 1939 and 1949 to whole- 
sale prices in the United States. They just 
doubled in the ten years. 


You may take the period from 1945 to 
1951, which is six years. The rate of growth, 
instead of being 7, is 914 per cent per annum 
cumulative, at which rate, of course, the 
figure doubles in about seven years. 


Changes of this magnitude have been 
sufficient to raise the question of whether 
we could afford to ignore price fluctuations. 
“Fluctuations” is the word that comes 
naturally to an economist. The question is, 
Are these fluctuations or are they changes? 
As long as the value or purchasing power 
of money varies from year to year around 
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a norm to which it tends to return, the 
assumption that fluctuations in the value 
of the monetary unit may be ignored for 
all practical purposes is about as convenient 
as any you could have. But if the fluctua- 
tions are greater or if the change is large 
and continuing in one direction, that as- 
sumption is called in question. 


Genesis of Study Group 


I should like to defer discussing this 
phase of the question a little while in order 
to talk about the broader aspects of the 
study group and its report. The group 
was formed as the result of activities of 
the American Institute of Accountants and 
the Rockefeller Foundation. I think it owes 
its existence very largely to Dr. Joseph 
Willetts of the Rockefeller Foundation. I 
handled the negotiations for the institute, 
and Dr. Willetts presented that project to 
the executive committee himself. In doing 
so, he said: “Most economists think ac- 
counting is on the wrong side of the rail- 
road track.” Mr. Chester Barnard, one of 
the members, who was then president of 
the New Jersey Telephone Company, made 
the reply: “So much the worse for the 
economists.” That immediately sealed the 
success of the project with the Rockefeller 
Foundation. Not knowing this at the time, 
we invited Mr. Barnard to become a mem- 
ber of the executive committee of the study 
group, which he did. 


The group was formed with a member- 
ship of about 40, which has since been in- 
creased to about 50, representing accountants 
—predominantly accountants, that is, about 
18 or 19 out of the 50 were accountants— 
economists, lawyers, businessmen, financial 
men and government officials, several of the 
accountants being government officials. We 
had an executive committee which consisted 
of three accountants known to have different 
views on the topic and three nonaccount- 
ants. Mr. Chester Barnard was chosen as a 
businessman and immediately accepted, and 
curiously enough within a few months he 
was president of the Rockefeller Founda- 
tion. We were fortunate in that respect. 
Our first choice as a lawyer was Mr, Arthur 
H. Dean, of Sullivan and Cromwell. He 
accepted and has done an enormous amount 
of work. He has spoken on the subject in 
various parts of the country and has done 
other things to develop the project. Then 
we selected an economist, Mr. Solomon 


Fabricant, of the National Bureau of Eco-. 


nomic Research and New York University, 
who is one of the outstanding men in the 


general field of national income studies, and 
he has been equally assiduous in discharg- 
ing the duties that were entrusted to him. 


Work of Study Group 


The study group has been in existence 
now for about four years. We have had 
a certain number of all-day meetings but 
not a great many. We generally held them 
on Saturdays, which was the only day we 
could get these busy men to come together, 
and we had very good attendances. For 
the rest, we have operated by the prepara- 
tion of monographs and their circulation and 
by public discussion, articles in newspapers 
and the like on various occasions. We are 
now on the verge of issuing a report. 


Accounting History 


We did not start out to consider only the 
effect of price changes. We had a feeling 
that accounting had assumed so much im- 
portance and the conditions under which 
accounting was conducted had changed so 
greatly that we needed a historical con- 
sideration of accounting theories. Because 
I happened to be older in the field of ac- 
counting than anybody else around and 
have worked in many parts of the world, 
I was asked to do a considerable part of 
that writing. 


I started work in an accountant’s office 
just a few days short of 60 years ago, 
just at the time when Dicksee’s book came 
out, which I think is perhaps the first book 
on modern accounting. I left England and 
came to America in 1897, which was a 
critical date. I think in retrospect it must 
be recognized as a turning point in economic 
history. I left just after the Diamond Jubilee 
in England and arrived in America just 
before the Spanish-American -War, which 
opened up new vistas for America. It hap- 
pens also that 1897 was the end of a long 
period of declining prices in which the value 
of money had been going up and the bene- 
fits to labor had been received in higher 
real wages rather than in increased money 
wages. 


In 1897 a lot of forces tended to bring 
about a change. In the United States the 
sound-money victory of McKinley in 1896 
had opened up a new era of expansion. In 
New Jersey new corporation laws had made 
possible the enormous growth of the mod- 
ern corporation. In 1897 there were only 
37 industrial companies whose securities 
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change. The discovery of new gold fields 
also was affecting the course of prices. So 
from 1897 there began a steady period of 
rising prices. 


Then came the World War which brought 
another rise in prices, leaving them about 
50 per cent above the pre-war level. (I am 
still talking mainly of the United States.) 
There was also the depression of the 1930’s, 
the development of new economic theories 
and the growth of the power of labor. 
Labor chose to demand its reward in the 
form of increased money wages rather than 
to depend on the increased purchasing 
power of the dollar. That is all part of the 
background which I think is not adequately 
considered in the history of accounting. 


Concepts of Business Income 
(Circa 1900) 


As I have looked over the history of 
accounting and read the textbooks and com- 
pared what they said with my own experi- 
ence, I have felt that the accounting 


profession has not had a very accurate idea - 


of the history of its own thinking. In 1902 
business income was a concept that was of 
interest to very few except those engaged in 
business or finance. That being so, the 
accountant could properly take his concept 
from business and the businessman. 


Veblen 


In the economic world, one of the inter- 
esting writers of that time was Thorstein 
Veblen who influenced economic thought 
very much by his discussions of institutional 
economic influences, and among the institu- 
tional influences he included what he called 
“modes of thought.” I think modes of 
thought are a very important part of all 
our problems. He pointed out that our 
modes of thought are developed out of our 
day-to-day activities and that the business- 
man’s conduct is determined by the business- 
man’s mode of thought. The businessman, he 
said scornfully, was out to make money. 
Money was what he was concerned with. 
Production of goods and services was to 
him a means to an end, not an end in itself, 
and he dilated on the evil influences of this 
mode of thought on economic development. 


Wesley Mitchell, one of our great Ameri- 
can economists, in his lectures on theories 
of economics in the twenties, used to pay a 
great deal of attention to Veblen and spoke 
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of this mode of thought and the money con- 
cept at some length. In one of his lectures 
he said: “The flower of this mode of 
thought is modern accounting.” 


Today, periodic income is of interest to 
many besides those engaged in business and 
finance. It is a concept that is important 
to every phase of the economy, It is a 
political topic in the sense that it is of 
interest to the whole body politic. That 
calls for a reconsideration of our point of 
view. 


In our study group report we have under- 
taken to review the accounting history that 
we knew. To a considerable extent I wrote 
it, but it was passed on by other accounting 
members who between them had a remark- 
able volume of experience. Six of them 
were former presidents of the’ American 
Institute of Accountants; two were and one 
is the director of research of the institute. 
We had three who had been chief account- 
ants in the Securities and Exchange Com- 
mission and one who is chief accountant of 
the Federal Power Commission. We had 
a number of professors of accounting. They 
have all had a chance to examine the report 
critically, and a subcommittee has passed 
on the history of accounting thought as it 
is told in the sections of the report which 
deal with that topic. 


Three Postulates 


As I look at it, it seems to me that the 
development turns around three postulates. 
I think these three basic postulates of ac- 
counting and their interrelation are of the 


‘utmost importance. The first is called the 


monetary postulate—that fluctuations in the 
value of the monetary unit may be ignored. 
The second is called the postulate of perma- 
nence—the assumption that in the absence 
of evidence to the contrary, compelling evi- 
dence, the life of the enterprise may be 
deemed to be indefinitely long. Those two 
postulates were well established at the be- 
ginning of this century. Income for a period 
was then conceived (as I believe and as I 
think the record shows) as the increase in 
monetary net worth between two points of 
time, making due allowance for money or 
money’s worth paid in or drawn out. 


There was one great exception to that 
which related to the utilities, and particu- 
larly the railways, which were regarded as 
permanent. Being permanent, you could not 
value their assets from year to year as you 
could in an ordinary business, which was 
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typically smaller than those of today, so the 
concept of income of the permanent enter- 
prises like the railways was that it was the 
income arrived at by deducting from rev- 
enues the cost of operation and the cost 
of maintaining the enterprise. In respect to 
property exhaustion, the theoretical charge 
—and in British railways the practical 
charge when price levels changed—was the 
cost of preserving the enterprise at the 
time, not that of writing off previous invest- 
ment by amortization, which is what we call 
depreciation. That was called the double 
accounting system, and it was applied to 
the railways and all other institutions that 
were regarded as permanent. 


The importance of that today is that with 
the growth of the stability and size of 
corporations, all large industrial corpora- 
tions may be regarded as permanent with 
as much justice as the railways were so 
regarded 50 years ago. That is a funda- 
mental accounting thought that I think has 
not been given adequate recognition in our 
historical retrospect. 


The third postulate is the postulate of 
realization—that income arises at the mo- 
ment when realization is deemed to take 
place.. That is obviously a purely arbitrary 
assumption such as in law is, I think, called 
a fiction. Obviously, income may be the 
result of years of effort, and in no practical 
sense can it be said to be a product of a 
moment. But there, again, the test is that 
this assumption is practically useful, for 
reasons which I cannot go into here. What 
is more, we have it as a concept that has 
been laid down by the courts. 


Income Tax Amendment 
to United States Constitution 


The Sixteenth Amendment, which became 
law in the United States in 1913, the Income 
Tax Amendment, is of very great impor- 
tance. I am not sure that people realize 
its full significance in this connection. It is 
the only foundation for any direct federal 
tax on either wealth or the produce of 
wealth. What is to be called “income” is 
vitally important from that standpoint. 


There are economists who would like to 
make our income tax similar to the personal 
tax in Germany which includes in income 
all accretions to net worth, whether they 
are realized or not realized. But the Su- 
preme Court of the United States, when 
called upon to interpret this amendment of 
the Constitution and the law passed under 
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it, said there was no income without sever- 
ance or, in other words, realization. 


To the lawyers here that may be an inter- 
esting fact, because it indicates that the 
lawyer’s view prevailed over the economist’s, 
To the economists, realization is of no great 
significance. It is the creation of income 
that they stress, and realization is important 
only because it makes the measurement of 
the results more precise. So in the realiza- 
tion postulate you have a triumph of law 
over economics in the guidance of the 
accountants. 


Interrelation of Postulates 


As I see it, under these three postulates 
and the relations between them, you get 
the problems that we face today, and in 
connection with them you get this question 
of the relation between fluctuating prices 
and income. It is plain that in regard to 
permanent enterprises the charge against 
revenue was the cost of maintaining or 
replacing an asset at the time the exhaus- 
tion took place, rather than the amortization 
of the previous cost of the asset. That 
view could, of course, be extended to other 
types of industries without any violence 
to historic accounting theory. But there 
has been strong opposition to any such 
extension. 


The English institute and the American 
institute have both taken one position that 
seems to be quite difficult to understand, 
and, therefore, I will not undertake to 
explain the reasoning. back of it. They 
have both ruled that if properties are writ- 
ten up on the books, the charge for exhaus- 
tion may then be fixed on the written-up 
value,—which seems to me an extraordinary 
way of giving management the power to 
decide whether depreciation shall be one 
dollar or two dollars in a given case. It 
all depends on whether they decide to 
make a book entry or not. 


In the United States that rule has not 
been availed of to any appreciable extent, 
so far as I know, but in England recently 
there was a very striking case in which 
it was availed of. Imperial Chemical Indus- 
tries wrote up its properties by £96 million 
and now takes its depreciation on a value 
£96 million higher than it used the year 
before. That is not recognized for tax pur- 
poses, so you get a very unfortunate dis- 
harmony between the measurement of 
periodic income for tax purposes and the 
measurement for general and financial ac- 
counting purposes. 
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Initial Allowances— 
Accelerated Depreciation 


All prohibitions have reactions. When 
you cannot get a drink in an ordinary way, 
you try to get it some other way. That is 
what happened, I think, in the case of 
Imperial Chemical Industries. When you 
cannot get a charge against revenue that 
you feel you ought to get under ordinary 
accounting rules, you try to get it in some 
other way. 


In England they have given taxpayers 
“initial allowances” under which there is 
written off at once 25 per cent or even more 
of the cost of new property, with a corre- 
sponding reduction in the amount allowed 
for property exhaustion in later years. 


In the United States we have had laws, 
emergency measures, under which property 
may for tax purposes be written off over 
five years—60, 80 or 100 per cent of the 
property—and outside of that we have had 
a new idea called “‘accelerated depreciation” 
under which some part of the cost of new 
properties is written off over a short period, 


much shorter than its probable useful life. . 


I think the only remedy for the evils of 
prohibition was the repeal of prohibition, 
and I think the only remedy for the kinds 
of things that are happening now in regard 
to property exhaustion is reconsideration 
of our official attitude toward it. 


Price Index Adjustments 


In the United States a further complica- 
tion has arisen from that new conception, 
LIFO. It is a strange thing that during 
the thirties the rule that charges for exhaus- 
tion of capital assets must be based on 
original cost was being extended by changes 
in regulated utility accounting in the United 
States and, at the same time, a movement 
was being pressed to replace the theory 


‘that inventory assets must be charged off 


on the old basis of “first in, first out” by 
one that would permit writing them off on 
the basis of “last in, first out.” As “last in, 
first out” became difficult to operate, a 
system ultimately was devised where the charge 
is calculated by using a price index as applied 
to the inventory value of the year before, 
and the very people who are using price 
indices in this way say that it is quite im- 
possible to use a price index to adjust the 
charge for property exhaustion, although 
the British railways have been doing it for 
many years. 
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Recommendations of Study Group 


Our study group has concluded, by a 
large majority vote, that we ought to move 
towards recognition of changes in price 
levels by taking at least one halfway step 
away from the original form of the monetary 
postulate. In an effort to increase the area 
of agreement we modified some of our 
suggestions, and now we suggest only as 
an objective that we should seek to modify 
the framework of accounting so that busi- 
ness income would be recognized as con- 
sisting of two components, one, the profit 
from activities measuring revenues and 
costs in units of as nearly equal purchasing 
power as possible, and, second, the effect 
on the final income of the changes in the 
purchasing power of the unit during the 
year. The result would be that we would 
have a figure that could be earmarked as 
the income from activities expressed in 
dollars of that year, and then the distortion 
resulting from changes in the purchasing 
power would be revealed as a separate 
component of income. 


Later still we might come to recognize 
that the latter should have a separate des- 
ignation and that only the first component 
should be recognized as really “business 
income.” For the moment, we propose 
only a very cautious first step toward the 
objective, because accountants are very 
conservative. They take a lot of moving. 
We recognize that frailty, and we recom- 
mend that for the present we should con- 
tinue to make up accounts as we do now, 
but we suggest that in the case of every 
company whose securities are widely dis- 
tributed (what the private companies do 
does not matter so much), there should 
at least be supplementary information given 
which would enable people to make some 
calculation of the distortion due to changes 
in the dollar. That is our main conclusion. 


Dissent 


It seemed to me that this was a very 
moderate suggestion, but some of our ac- 
countants would not even agree to that. Out 
of the 19 accountants, I think seven dis- 
sented. Five of them were past or present 
government accountants. Three of them 
were practising accountants who hesitated 
to place these added responsibilities on the 
profession. They said that we should first 
have a period of experimentation and that 
accountants should not.assume any re- 
sponsibility in the matter until that period 
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of experimentation is over and some solu- 
tion emerges that will be generally accepted. 


Role of Accountant 


I think, and I am sure the majority of our 
committee thinks, that this would be wholly 
unsatisfactory both to the public and to 
the profession. We feel that the accountant 
should take a bigger role today, because 
the product of his work is more important 
than it used to be. No doubt there are 
some who say we should dictate to the 
public what they are to call “income.” But 
even the lawyers do not tell us what our 
laws shall be. They only advise us as to 
what they should be and help us to draw 
them when we have decided what we want 
and to apply them when they have been 
passed. I think we should follow that 
example. I think we should not allow 
ourselves to be excluded. 


We should neither assume to dictate nor 
be content to follow; we should lead; we 
should advise; we should implement; and 
we should always be ready to express an 
opinion on any question of fairness of pres- 
entation which is of an accounting character 
whether it is within the framework of formal 
accounts or whether it is supplementary 
information. As long as information is of 
an accounting character, we ought to be able 
to pass upon the fairness of the way in 
which it is presented. 


The American Accounting Association, 
you may know, is a body comprising mainly 
academic accountants. They have recently 
issued a brief statement. They have recog- 
nized the importance of price changes in 
relation to the problem. They have felt 
that there should be experimentation. They 
have agreed that the objections on the score 
of difficulty and uncertainty of index num- 
bers are not a bar to such procedure, but 
they too favor a period of experimentation 
where accountants would assume no re- 
sponsibility. I cannot agree. 


I have talked rather longer than I in- 
tended, and I am afraid I have no more than 
opened up the ground. But I do feel that 
this study group is important, because it has 
brought together different disciplines in 
the study of important questions. 


My thinking on the subject is, of course, 
greatly influenced by the fact that it was 
60 years ago that I entered accounting. I 
see what has happened in the meantime 
and the influences that have caused varying 
significance to be attached to the concept 
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of business income. The first, of course, 
is the enormous growth of the modern 
corporation. The second is the growth of 
the income tax. Then there is the change 
in attitude toward utilities. In 1897 when 
I came to New York there was no income 
tax; there was no regulation of railways 
or utilities; an act regulating accountants 
had been passed only the year before in 
one state—New York. As I look back 
over these periods I am impressed with 
these changes and the additional responsi- 
bility to the accountant that they imply, in 
a way that perhaps those of you who are 
so fortunate as to be much younger than 
I am do not quite appreciate. I think that 
one service that I can still do for account- 
ants is to help bring home a fuller sense 
of our responsibilites, because unless we 
assume fuller responsibilities we certainly 
shall lose many of our opportunities. 


There are some accountants who would 
like to have a set of rules that they could 
follow slavishly, but of course if that were 
what we wanted and we secured it, that part 
of the accountant’s work would soon be 
turned over to a bureaucracy. Therefore, 
self-interest, as well as our obligation to 
the public which we serve, calls for a 
broader outlook. 


Minor Recommendations 


Two minor recommendations are made 
by the study group which I think I should 
touch upon if you can bear with me. 


One is that as the result of all the events 
that have happened—the new ideas in ac- 
counting and in taxation, and the enormous 
importance of taxation as a part of the deter- 
mination of ultimate income—what I may 
call the “tolerances” in accounting (the 
areas of inconsistency in methods of appli- 
cation) have widened despite all the efforts 
to narrow them on some of the older 
phases. That being so, the committee ex- 
presses the view that the plan that was 
reached between the institute and the New 
York Stock Exchange in 1933 for a system- 
atic and explicit explanation of accounting 
methods, which was then welcomed by 
corporations, should be revived. 


The suggestion then made was that every 
corporation should make up a general state- 
ment of the methods of accounting em- 
ployed by it in determining its income and 
have it approved by the directors, not in 
detail but outlining the main features, and 
have a copy of that statement made avail- 
able to any stockholder on request. That 
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would have two results: first, it would tend 
to weed out unsound practices, and, second, 
it would enable people who study .these 
accounts carefully to find out more about 
corporations than they can find out pres- 
ently. This plan would not have to be 
followed as to the big investment funds. 
The people who are interested can get the 
information by direct inquiry when they 
want it, but there is the intermediate in- 
vestor who does not get any of that informa- 
tion. He needs consideration. 


The one other suggestion that the report 
makes, on a matter of terminology, is that 
all the disciplines should get together and 
try to agree on some word to substitute 
for the word “value” and its deratives when 
that word is used as a monetary ascription 
carrying no real connotation of worth. This 
use of “valuation” is most confusing to all 
the people that have to do with accounts. 
We talk about inventory “valuation” when 
referring to an inventory figure that has 
been determined by any one of half a dozen 
formulas, and we talk about the book “val- 
ue” of a plant when we mean the unamor- 
tized portion of the previous cost of the 
plant. 


The group, in conclusion, has expressed 
the hope that this will be merely the starting 
point of continued cooperation between 
accountants, lawyers, economists and others 
in the common interest. If what I have 
said to you has excited your interest in any 
part of our report, I hope you will not find 
it too difficult reading. It is not a big 
volume, but it does represent the result 
of a very considerable amount of study 
by men of standing in the United States. 


As far as Canada is concerned, as I 
understand it, you do not have the incon- 
sistent treatment of investment in capital 
assets and inventories that we have had in 
the states since we adopted LIFO. We in 
the United States are, so it appears to me, 
in midstream. We have to decide whether 
we are going backward, by rejecting LIFO, 
or going on to the other side. You are 
not in midstream, but I think you still 
have the opportunity and, I think, the need 
and the desire to go forward. 


APPENDIX 


In connection with discussions of business 
income, it might be worth while to outline 
a number of possible views of the relation- 
ship of the monetary unit to income deter- 
minations. 
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View 1 


At one extreme is the view that business 
income is the increase in monetary net worth 
between two points of time, with due allow- 
ance made for money (or money’s worth) 
contributed or withdrawn during the period. 


The study group finds that this was the 
view taken about the beginning of the 
present century except in the case of perma- 
nent enterprises, citing Montgomery and 
Dickinson (who were in practice at that 
time) in support of its position. 


View 2 


At the other extreme is the view that 
income should be determined, year after 
year, in terms of the same stable unit (that 
of a selected past date). This approach is 
discussed in Sweeney’s Stabilized Accounting 
(Harper, 1936) and Ralph C. Jones’s article, 
“The Effect of Inflation on Capital and 
Profits; The Record of Nine Steel Com- 
panies,” that appeared in the Journal of 
Accountancy, January, 1949, pages 9-26. 


This view seems to be politically imprac- 
ticable unless, which seems quite unlikely, 
the issue by the government of “commodity 
bonds” is to be undertaken. 


View 3 


A modification of the first view specifies 
that only realized gain in monetary net worth 
is income. This view has been accepted 
by our Supreme Court in its interpretations 
of the Sixteenth (Income Tax) Amend- 
ment to the Constitution. 


View 4 


It is proposed in the report of the study 
group on concepts of business income that 
business income should be regarded as 
being made up of two separable components, 
the first being the excess of revenues over 
costs, all measured in terms of the monetary 
unit of a current period, and the second 
being the reflection of the effects of changes 
in the value of the monetary unit on the 
final determination. This involves only a 
segregation and not a change in concept. 


‘View 5 


A further step contemplated as a future 
possibility in the report is that only the 
first component mentioned under View 4 
should be regarded as “business income,” 
the other component being given a separate 
and appropriate designation. 
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View 6—and Comment 


A view accepted under the regulations of 
certain countries is that the balance sheet, 
and, particularly, the listing of physical 
capital assets thereon, could be restated in 
terms of current monetary units and form 
the basis of determinations of business 
income for subsequent periods, provided 
that the increase in monetary net worth 
reflected in the restatement is reported as 
a capital gain. 












































View 3, with important exceptions, has 
been standard in Great Britain and in the 
United States in recent years with, however, 
considerable latitude and inconsistency in 
determining which costs may be charged 
against revenue and which costs may be 
carried forward. 


View 5 has been employed, in relation 
to inventoriable assets in the United States 
through the adoption of LIFO and in rela- 
tion to capital assets in England, in the 
accounting of railways and other utilities. 


Some of the members of the study group 
have dissented from the recommendation 
of View 4 on grounds that seem quite in- 
applicable to it but might apply to View 5. 


It is claimed by some that the adoption 
of View 4 or 5 without the further step to 
full “stabilized accounting” creates an un- 
just preference in favor of income derived 
from operations which involve the exhaus- 
tion, consumption or sale of assets. This 
claim is rejected in the study group report 
for reasons there stated. It has been effec- 
tively rebutted in recent testimony of Sir 
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(b) It should not attempt to influence 
legislation or have a legislative program; 


(c) It should not assume or publicize the 
soundness of its own judgment on contro- 
versial subjects, but it can present both sides 
of controversial subjects impartially; 





























(d) It can act as an information bureau, 
collecting data and distributing literature, ar- 
ranging lectures and debates, etc.; and 

(e) The foundation must not intermix its 
financial operations with those of the civic 
organization or taxpayers’ association. 
































It is my understanding that several citi- 
zens’ leagues have set up affiliated research 
bureaus or educational foundations that en- 
joy tax exemption under Section 101 (6). 



































Henry Clay, the well-known economist, be- 
fore the English Royal Commission which 
is new studying income taxation there. 


It is, however, apparently accepted in a 
report by a committee of the American Ac- 
counting Association published in the Sep- 
tember issue of the American Accounting 
Review. 


View 6 would seem to have a valid and 
appropriate application where the adjusted 
monetary ascription would form the basis 
of compensation for use of property in the 
future. It would, for instance, be reason- 
able if in rate regulation the adjusted mone- 
tary ascription given to the property were 
to displace original cost as the rate base. 
In this context, the question whether the 
enterprise is financed by equity securities 
or borrowed capital is relevant to the deter- 
mination of the appropriate procedure. 


View 6 has no legitimate application to 
the measurement of the charge against reve- 
nue for property necessarily used up or dis- 
posed of as an incident to the operations of 
an enterprise in the accounting of which the 
postulate of permanence is accepted. In this 
context, the method of financing the enter- 
prise is immaterial and irrelevant. Views 
to the contrary seem to rest upon a failure 
to distinguish clearly between (1) the meas- 
urement of “business” income of a given 
period in terms similar to those in which 
other forms of income are stated for the 
same period and (2) a conversion of the in- 
come (of all kinds) of one period into terms 
of units of purchasing power of an earlier 
period. 


age = 
DEDUCTIONS FOR CIVIC CONTRIBUTIONS— | 
Continued from page 205 


(6) If the civic association really expects 
to raise a sizeable amount of money, my 
advice is: Do not depend upon curbstone 
opinion or upon an informal ruling from the 
collector of internal revenue. In order to 
obtain official approval as a tax-exempt as~ 
sociation, the organization is required to file 
an application (Form 1024) with the Com- 
missioner of Internal Revenue in Washing- 
ton, D. C., and thereafter file an annual 
statement on Form 990 with the collector of 
internal revenue. 


(7) Civic association secretaries concerned 
with fund raising should not overlook one 
large potential source of funds—bequests from 
wealthy individuals who are civic minded. 
(See Estate of Robert Marshall, CCH Dec. 
13,611, 2 TC 1048 (1943).) [The End] 
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given not only to taxes but also to the 
unfathomable budget, duplicate and waste- 
ful spending, graft and inefficient systems. 
Do you know whether a certified public 
accountant ever was in Congress? If not, 
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leter- article (Taxes, February, 1952, page 127) 


re. > should have read as follows: 





I hope I can be the first one to be elected 
to represent the people; then I would try 


nto — “Business leases are not capital assets. to enlist others to try for the office. 
reve- [— Such sales come under Code Section 117(j) I am a CPA and I am seeking the 
+ dis- covering ‘property used in trade or business Republican nomination in the Fifth Con- 
ns of of a character which is subject to deprecia- gressional District. 
h the tion’. If the gains exceed the losses on such JosePH A. SCHAFER 
1 this property held over six months, the excess PHILADELPHIA 
nter- of gains over losses is to be treated as a 
iews long-term capital gain. If such losses ex- Pennsylvania Income Tax 
uilure ceed the gains or if held less than six 
neas- months, these items are to be treated sepa- SIR: 
given rately as ordinary losses or gains.” A recent rate amendment effects a change 
vhich Harry H. Rose in the figures used in my method of com- 
r the CLEVELAND puting allowable contributions and_ the 
1€ in- Pennsylvania corporate net income tax 
erms . 5 (February issue of TAXES, page 157). 
arlier A CPA in Congress: Last year the tax rate for this item was 4 
Sir: per cent, but it has now been increased to 5 
nian No doubt you can visualize the benefits per cent for the year 1951. The following 
| to the country if we had two or three dozen schedule, prepared in accordance with the 
accountants in Congress instead of some of change in the tax rate, is submitted showing 
the politicians. Attention then could be the amended figures: 
Example A Example B 
pects §f Net income as per books after the deduction 
, my §F§ of contributions (without provision for year- 
stone §f end federal and state taxes)................ $1,362,841.14 $1,732.18 
nthe § Add back the contributions deducted......... 88,321.40 196.20 
— o ESE aie DONE ile aha AE $1,451,162.54 $1,928.38 
= tie Deduct: Pennsylvania capital stock tax....... 12,500.00 100.00 
Fea, Pennsy wantin Gorporite 1G0N6 ta «scsi e Seesewenccs sree sen 
hing- EEE BOR Te em $1,438,662.54 $1,828.38 
anual Allowable contributions (.04773269690 of bal- 
or of I oe fae an Se eed wba whe 68,671.22 87.27 
Pennsylvania corporate net income tax 
erned (.04534606205 of balance) .................. 65,237.66 82.91 
ee Net income subject to federal income and ex- 
ry a aa Rien $1,304,753.66 $1,658.20 
Dec. ABRAHAM BLUCHER 





End] New York City 





Acq. and Non-acq. 
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Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 





March 17 Returns Are Timely 


Income and excess profits tax returns 
due on March 15, but not filed until] March 
17, will be timely inasmuch as March 15 
falls on a Saturday this year, a “nonwork- 
ing” day, according to informal information 
from the Bureau of Internal Revenue. 


The End Is Near 


Bulging mail sacks the week end of March 
15-17 will attest to the fact that for millions 
of citizens and thousands of corporations, 
the struggling with books and personal 
records, the consultations with accountants 
and lawyers, will have come to an end. 
The collective sigh of relief that will sweep 
the country at the close of the calendar year 
will probably drown out an equally heart- 
felt, but numerically smaller, sigh of resig- 
nation that will arise from workers in 
collector’s offices and agent’s offices under the 
Commissioner of the Bureau of Internal 
Revenue. For them, the work is just be- 
ginning. 

These workers will toil with eight dif- 
ferent forms shown on our cover, not to 
mention the short form, 1040A, where a 
huge number of wage earners will have de- 
cided to let “Uncle Sam” do their computa- 
tions for them. 


It is estimated that 52 million individual 
and 600 thousand corporation income tax 
forms will surge into the Bureau’s offices 
this year. This is quite a different picture 
from that of 40 years ago when only 357,598 
individual and 316,909 corporation returns 
were filed. In those days, individuals and 
corporations almost duplicated each other in 
the number of returns filed. Today, indi- 
viduals send in over 86 times as many re- 
turns as corporations. 

As is shown by the accompanying table, 
the number of corporations filing returns 


234 





has shown an almost steady growth while 
the number of individual returns has in- 
creased by spurts. These sudden surges 
have coincided with times of emergency for 
the country, when a broadening of the tax 
base was necessitated in order to finance the 
expenditures suddenly made necessary. 


The number of individual returns re- 
mained under a half million until 1917 when 
the need of money to finance the first World 
War brought a sevenfold increase. By the 
end of the war, there were almost 7% mil- 
lion individual taxpayers filing returns. The 
number of taxpayers decreased at the end of 
the war and postwar recovery programs 
until, by 1927, the number of individual re- 
turns approximated four million. The num- 
ber of individual taxpayers did not increase 
significantly again until World War II. 


For the fiscal year, 1940, individual re- 
turns jumped to 14% million as the nation 
geared for war. By the end of hostilities, 
in 1945, nearly 50 million people were shar- 
ing the tax burden. International tensions 
that followed the war have increased this 
figure, until today it may well be true that 
there is hardly a family that does not con- 
tribute its share to the nation’s budget. 


Meetings of Tax Men 


University of Miami.—The tax problems 
of doing business in Latin America will be 
the subject of a full day’s discussion at the 
Seventh Annual Miami Tax Conference to 
be held April 14-19 at the University of Miami 
School of Law at Coral Gables, Florida. 


The conference, which is part of the tax 
training program of the School of Law, 
will have many well-known tax men as lec- 
turers. Among these are Alan Gronick, tax 
counsel, Ford Motor Company, and Merle 
Miller, attorney, Indianapolis. 
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Number of 
Corporation 
Income Tax 


Number of 
Individual 
Income Tax 


Year Returns Filed Returns Filed 
|, SRA ges 357,598 316,909 
[eee oe 357,515 299,445 

Lo | EP een 336,652 366,443 
WANG ae hc 437,036 341,253 

| LY ee 3,472,890 351,426 
i er 4,425,114 317,579 

i Ls ae ae ee 5,332,760 320,198 

| | ee oe 7,259,944 345,595 
| a ee ee 6,662,176 356,397 
| 6,787,481 382,883 

1 Soe ieee 7,698,321 398,933 ° 
| 2: ee Oe Rae 7,639,788 417,421 
A ER ee 4,171,051 430,072 
TIO: ist ous 4,138,092 455,320 
WY Shoe 4,101,547 475,031 
| rR ae 4,070,851 495,892 
2: eee 4,044,327 509,436 « 
CS re ere 3,707,509 518,736 
9 ea nee 3,225,924 516,404 
| es 3,877,430 508,636 


GROWTH OF INCOME TAX RETURNS OVER 40-YEAR SPAN 


Number of 
Corporation 
Income Tax 


Number of 
Individual 
Income Tax 


Year Returns Filed Returns Filed 
a 3,723,558 504,080 
ee 4,094,420 528,898 
Lo eres 4,575,012 533,631 
i ee 5,413,499 530,779 
si gL 6,350,148 529,097 
Co: ee ee 6,203,657 520,501 
Pe ho, 7,633,199 515,960 
i eer 14,665,462 516,783 
Dc La aetna 25,854,973 509,066 
Lo, ee a 36,537,593 479,677 
| eee 43,602,456 455,894 
Le, re ree 46,919,590 446,796 
Le 5 ere 49,750,991 454,460 
eee 46,546,696 526,363 
. ae: 54,369,777 551,807 
ee 52,072,006 594,243 
BO oc ccace Se earns 
1950)... is. SU ss 
E951 ‘(est.) ..... SZOOHOO hans 





Federal Tax Forum, Inc.—State Tax 
Night, an annual event of the Federal Tax 
Forum of New York, will be held April 17 
at the Hotel Roosevelt, New York City. 
The dinner will honor the State of New 
Jersey, and the principal speaker will be 
Walter P. Margetts, Jr., Treasurer of the 
State of New Jersey. Tickets for the dinner 
are $10 per person and requests for reserva- 
tions should be addressed to Miss E. J. 
Reynolds, Secretary, Federal Tax Forum, 
Inc., 902 Broadway, New York 10, New 
York. 


Rutgers University.—An Institute on Fed- 
eral Taxation will be held April 3, 4 and 5 
at Newark, New Jersey, under the auspices 
of the Rutgers University School of Law. 
Lecturers will include René Wormser, Al- 
bert Mannheimer, David Beck, Jerome R. 
Miller and Sydney A. Gutkin. A Treasury 
afternoon session will present Fred S. Mar- 
tin, Assistant Commissioner of Internal 
Revenue; Herman T. Reiling, Assistant 
Chief Counsel of the Bureau of Internal 
Revenue; Clifford W. Stowe, Head of the 
Technical Staff, and Meyer Rothwacks, 
Head of the Criminal Tax Section of the 
Department of Justice. 


Tax-Wise 





Twenty-five Years Ago 


In 1927, as now, debts—international 
debts, that is—occupied the minds of many 
people. In the March issue of TAXES we 
found two items on that subject. 


The first of these concerned a proposal 
for a permanent finding of European war 
debts, including those of Germany, at cur- 
rent rates of interest. The purpose of this 
change was to be to effect the transfer of 
the debts from the federal government to 
private ownership and thus enable the gov- 
ernment to retire more rapidly its bonded 
indebtedness and reduce taxes. 

The second item appeared in “Washington 
Tax Talk.” The “recent” upsurge of interest 
in the problem was noted, and the following 
explanation of the ideas that were being 
aired was given: “There are a great many 
people in this country who would like to 
see the debts completely cancelled; but in 
the main the discussion centers around the 
possibility of some kind of an adjustment 
that would, on the one hand, preserve the 
principle that debts should be honored, and, 
on the other hand, greatly reduce the burden 
of the obligations and satisfy the European 
nations that they have been fairly dealt 
with. In line with this latter thought there 
are two suggestions which have been made: 
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Tax Court Judge Dies 
J. RUSSELL LEECH 


Funeral services for Judge J. Russell Leech of 
the United States Tax Court were held Satur- 
day, February 9, at Ebensburg, Pennsylvania. 
Judge Leech died February 6 after a heart 


attack. He was 63. 


A native of Ebensburg, he had served on the 
the 
United States Board of Tax Appeals, for 20 
years. He resigned as a Republican member of 
the House in 1932 to accept appointment to the 
tax post by former President Herbert Hoover. 


John W. Kern, chief judge of the Tax Coutt, 
said in a statement, that Leech “was a great 
judge and one of the finest men I have ever 


court and its predecessor organization, 


known.” 


Judge Leech is survived by his widow, the 
former Amanda Taylor, and three daughters. 


first, that only those loans should be can- 
celled which were devoted strictly to war 
purposes; and, second, that only those will 
be cancelled which were contracted before 
the Armistice.” 


Pending State Legislation 


In Arizona—Imposition of a 2 per cent 
use tax on storage, use or consumption of 
tangible personal property, to become effec- 
tive July 1, 1952. 

In Georgia.—Exemption of tangible per- 
sonal property sold to charitable institutions 
operated exclusively as such from sales or 
use tax. Another bill would increase the 
annual license tax rate on domestic corpo- 
rations so that the $5,000 rate would be 
levied on net worth over $16,000,000 rather 
than $22,000,000. 

In Kentucky.—Submission of a constitu- 
tional amendment to the voters to permit 
issuance of bonds for payment of a vet- 
erans’ bonus with bonds to be secured by 
new taxes on horse races, malt beverages 
and distilled spirits. Another bill would 
amend inheritance tax law to increase from 
$20,000 to $40,000 the tax-free portion of 
proceeds of insurance policies payable to a 
designated beneficiary other than the as- 
sured or his estate. 


In Maryland.—A state tax rate of six 
cents per $100 of valuation for the year 
1953. Another bill would reduce the per- 
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sonal income tax rate by 15 per cent of the 
amount of the tax. Third and fourth bills 
would exempt fuels used for heating pur- 
poses from the sales tax. 


In Massachusetts.—Increase the personal 
income tax exemption for minor dependents 
from $400 to $500 for as long as the minor 
attends school; other dependency credits 
would be reduced from $400 to $250. A sec- 
ond bill would include television sets in the 
exemption from taxation of household fur- 
niture. A third bill would not change the 
exemption rate for minor dependents, but it 
would allow the same $400 exemption for 
stepchildren under 18 as the taxpayer now 
gets for his own children. 


In Michigan.—Exemption from sales and 
use taxation of material directly used or 
consumed in radio and television transmis- 
sion. Another bill would change the due 
date for reports and payments of the sales 
tax from the fifteenth to the twenty-fifth of 
each month. 


In Mississippi.—Reduction of the rate on 
taxable income over $25,000 from 6 per cent 
to 3 per cent. Two bills would provide ex- 
emptions from ad valorem taxation for the 
family automobile: one would provide tax 
exemption to the amount of $1,500; the 
other would exempt them from ad valorem 
taxes on the first $500 of valuation. Two 
bills were of interest value to children: one 
would put a privilege tax of $3 per year on 
coin-operated hobby horses; the other would 
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require minors who operate motor scooters 
or motor bikes to obtain licenses. 


In New York.—Several bills to benefit 
people over 65 and the blind: one bill would 
grant an extra income tax exemption of $600 
to persons over 65; a second bill would 
grant a $2,000 exemption to single persons 
over 65, and to heads of families, $5,000; a 
third bill would make expenses paid for 
medical care, not compensated by insur- 
ance, deductible in full for personal income 
tax purposes if the taxpayer or spouse is 
blind or 65 years of age before the close of 
a taxable year. Other bills provide: a de- 
duction of 10 per cent of the tax upon his 
gross income for any taxpayer who is an 
honorably discharged veteran of the armed 
§ forces of the United States during World 
= War II; the levying of a cigarette tax not 
+ to exceed one cent per pack in New York 

City; and the exemption from local sales 
} taxes of domestic heating fuels, baby oil and 
f powder, and caskets bought from under- 
takers. 





In Rhode Island.—Exemption of funeral 
equipment, ordinarily sold by funeral direc- 
tors, from sales and use tax. 


In Virginia.—Proposal of a new bracket 
system for sales taxes: 15 cents or less, no 
tax; 16 cents to 50 cents, one cent; 51 cents 
to $1, two cents; $1.01 and up, 2 per cent of 
sales price. Another bill would change the 
individual income tax exemption scale: tax- 
payers and fiduciaries acting for individuals 
or trusts would be required to file income 



















































tax returns on income over $600 instead of 
$1,000; personal exemptions would be re- 
duced from $1,000 to $600 for the taxpayer 
and his spouse; dependents with income of 
less than $500, instead of $600, would entitle 
the taxpayer to a flat $600 exemption instead of 
the $200 now allowed with certain exceptions. 


Bill Would Put Lawyers 
Under Social Security 


Lawyers would receive old-age and sur- 
vivors-insurance coverage under the Social 
Security Act if S. 2481, introduced by 
Henry Cabot Lodge Jr., Senator from 
Massachusetts, becomes law. Participation 
under the bill would be on a voluntary 
basis. 


Arguing in behalf of this bill, Senator 
Lodge said that with an economic position 
no better than many other insured groups and 
with an unpredictable income that makes it 
difficult for him to plan ahead, the attorney 
of age 45 cannot count on reaching the age of 
65 with enough savings to insure his retire- 
ment. He pointed out that lawyers often 
work beyond retirement age because they 


_ have not been able to accumulate the neces- 


sary savings for old age. Lodge stated that 
private insurance plans for retirement are 
expensive and are not comparable in value 
with social security insurance. Under the 
present law, some lawyers are covered 
while the self-employed lawyers are not 
covered. Lodge called this an anamolous 
situation. 


Tax Court Judge Retires 


-RICHARD L. DISNEY 























































Judge Richard L. Disney, Oklahoma, retired 
from the United States Tax Court effective 
December 31, 1951. Disney had completed more 
than 15 years’ service on the Tax Court and 
Board of Tax Appeals before his voluntary 
retirement. 


A native of Kansas, he attended the state 
universities of Arizona and Kansas. He attended 
Oxford College, England, under a Rhodes 
scholarship and was graduated from there in 
1912. He practiced law in Oklahoma and 
served as a member of the state legislature there. 


He was appointed to the Board of Tax Ap- 
peals in 1936 by President Roosevelt. In 1948, 
he was reappointed for a further 12-year term 
by President Truman. 


Senator Lodge concluded his remarks 
with a statement uttered by Daniel Webster 
104 years ago, and said that it is still .true. 
“Most good lawyers live well, work hard 
and die poor.” 


Yah Ain't Quittin’ 
Ah Yah, Pardner? 


Hopalong Cassidy is hoping to cash in his 
chips—to the tune of $8 million, according 
to Pathfinder. 

The famed TV cowboy, as portrayed by 
Hollywood’s Bill Boyd, has decided he 
would rather bow out of his many enter- 
prises for a single $8 million sockful than 
keep up a $25 million business which is 
largely drained off in federal taxes. Boyd’s 
gross income of $2,032,000 in 1951, for ex- 
ample, will shrink to $140,000 by March 15. 
And the $140,000, though large by ordinary 
standards, must cover living expenses and 
nondeductible professional items of Holly- 
wood upkeep. 


Likeliest purchaser of William Boyd En- 
terprises is the National Broadcasting Com- 
pany. If the deal goes through, NBC will 
fall heir to 66 Hopalong Cassidy movies 
and a range of commercial items including 
comic books, capguns, kids’ cowboy outfits 
and wallpaper. 


City Tax Calendar . 


April 1—New York: New York City prop- 
erty tax due; New York City real estate 
tax second installment due. 


April 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colo- 
rado: Denver sales tax reports and payment 
due. Kentucky: Louisville corporate in- 
come tax reports and payment due; Louis- 
ville personal income tax reports and 
payment due. New Me-rico: .-Albuquerque 
occupation tax installment due. Pennsyl- 
vania: Erie employer withholding tax 
reports’ and payment due; Philadelphia 
income tax reports and payment on wages 
and salaries not withheld at source due; 
Scranton employer withholding tax re- 
ports and -payment due; Scranton income 
tax second installment due; Scranton 
School District income tax employer 
withholding reports and payment due; 
Scranton School District second install- 
ment of balance of previous year’s esti- 
mated income tax due. 


April 20—Louisiana: New Orleans sales and 
use tax reports and payment due. New 
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Would Revamp Tax Laws 


“Our present system of [federal] taxation 
has been developed haphazardly, with little 
consideration of long run needs. It imposes 
needless burdens on production and invest- 
ment and it contains serious injustices. In 
view of the fact that the total burden of 
taxation now seems likely to be very heavy 
for a long time to come, it is important for 
our future welfare that our tax structure 
be thoroughly reviewed and redesigned in 
the interest of progress and equity. What 
is needed is:a general reconsideration of the 
tax system as a whole, starting from agree- 
ment on desirable principles of taxation, 
rather than concentration upon particular 
aspects of the system.”—Ma rion B. Folsom, 
Chairman, Board of Trustees, Committee 
for Economic Development, commenting on 
the President’s Economic Report. 


Will Discuss Double Estate 
Taxation with Australia 


The State Department has announced that 
United States and Australian tax officials 
will meet at Canberra in March for techni- 
cal discussions to see whether a basis can 
be found for conventions for the avoidance 
of double taxation of income and of estates 
of deceased persons. 


York: New York City sales and use tax 
reports and payment due. 


April 25—New York: New York City con- 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 


April 30—California: Los Angeles monthly 
sales and use tax reports and payment 
due; Los Angeles quarterly sales and use 
tax reports and payment due; Oakland 
sales and use tax reports and payment 
due; San Francisco sales and use tax re- 
ports and payment due. Kentucky: Louis- 
ville personal income tax withholding 
payment due. Ohio: Columbus employer 
withholding reports and payment due; 
Dayton employer withholding reports and 
payment, if more than $50, due; Toledo 
employer information reports and pay- 
ment due; Youngstown employer with- 
holding reports and payment due. Penn- 
sylvania: Philadelphia withholding reports 
and payment due. Utah: Provo merchant 
and retailer tax reports and payment due. 
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State Tax Calendar 





Since taxes in relation to business are 
growing in complexity, more space is being 
devoted to the presentation of articles ex- 
planatory of this ever-changing picture. 
Therefore, the State Tax Calendar will 
include the report and payment due dates 
for only the important taxes—franchise, 


income and property. If the states in 
which you have interests are not listed, 
there are no franchise, income or property 
tax reports or payments due therein for 
the month covered. 


ALABAMA: April 30—Franchise tax due 
(last day). 


ARKANSAS: April 10—Property reports 
due. April 21—Property tax installment 
due. 


CALIFORNIA: April 15—Personal income 


reports and payment of first installment 
of tax due. April 20—Real property tax 
semiannual installment due (last day). 


COLORADO: April 15—Corporate income 
reports and payment of first installment 
of tax due——Personal income reports and 
payment of first installment of tax due. 
April 30—Property tax due (last day to 
pay in one installment without penalty). 


CONNECTICUT: April 1—Income (fran- 


chise) tax reports and payment due. 


DELAWARE: April 30—Personal income 
reports and payment of first installment of 
tax due.—Personal income withholding re- 
ports due. 


DISTRICT OF COLUMBIA: April 15— 
Income (franchise) reports and payment 
of first installment of tax due.——Personal 
income reports and payment of first in- 
stallment of tax due.—Unincorporated 
business reports and payment of first in- 
stallment of tax due. 


FLORIDA: April 1—Property reports due. 
—Property tax becomes delinquent. 


GEORGIA: April 1—Property reports due 
(last day except in counties of 200,000 or 
more). 


State Tax Calendar 
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ILLINOIS: April 30—Property reports 
from private car lines due (last day).— 
Property reports from railroad companies 
due (last day). 


IOWA: April 1—Property reports from 
pipeline companies due.—Property reports 
from railroads due.—Property tax first 
installment delinquent. 


KANSAS: April 15—Corporate income re- 
ports and payment of first installment of 
tax due. April 20—Property reports from 
motor carriers due. 


KENTUCKY: April 15—Corporate income 
reports and payment of first installment of 
tax due.—License reports from corpora- 
tions due.—Personal income reports and 

- payment of first installment of tax due.— 
Personal income tax reports and payment, 
or first installment thereof, due (calendar 


year). 


LOUISIANA: April 1—Property reports 
due. 


MARYLAND: April 15—Corporate income 
reports and payment of first installment 
of tax due.—Foreign corporation reports 
and filing fees due.—Franchise tax reports 
and payment from domestic corporations 
due.—Personal income reports and pay- 
ment of first installment of tax due.— 
Property reports from corporations due. 


MASSACHUSETTS: April 10—Corporate 
excise (income) tax reports and payment 
due.—Corporate franchise (income) re- 
ports from utilities due. April 15—Per- 
sonal income tax reports and payment 
due. 

MINNESOTA: April 1—Foreign corpora- 
tion tax reports and payment due (last 
day). 

MISSISSIPPI: April 1—Property reports 
due.—Property reports from car com- 
panies due. April 7—Property reports 
from railroads and utilities due. 


MONTANA: April 1—Property reports 
from railroads due. April 15—Personal 
income reports and payment of first in- 
stallment of tax due. 
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NEBRASKA: April 1—Property reports 
from railroads due. 


NEW HAMPSHIRE: April 1—Corpora- 
tion reports due.—Franchise tax due. 
April 15—Property reports due (last day). 


NEW JERSEY: April 1—Franchise reports 
of revenue from railroad companies due. 
April 15—Franchise tax reports and pay- 
ment due. 


NEW MEXICO: April 1—Corporate in- 
come information reports due.—Personal 
income information reports due. April 15 
—Corporate income reports and payment 
of first installment of tax due.—Personal 
income reports and payment of first in- 
stallment of tax due. 


NEW YORK: April 1—State property tax 
due. April 15—Personal income reports 
and payment of first installment of tax 
due.—Unincorporated business tax reports 
and payment due. 


NORTH CAROLINA: April 1—Fiduciary 


income reports due. 


NORTH DAKOTA: April 1—Foreign cor- 
poration reports due (last day). 


OKLAHOMA: April 1—Property tax sec- 
ond installment delinquent. 


OREGON: April 15—Excise (income) re- 
ports and payment of first installment of 
tax due.—Personal income reports and 
payment of first installment of tax due. 
April 30—Withholding tax reports and 
payment due. 

















The Tax Court recently authorized the 
deduction of imminent gift taxes and 
future income taxes from the value of a 
gift in trust where such taxes were to 
be paid out of the subject matter of the gift. 


The donor, creating trusts of which 
she was the life beneficiary, made gifts 
subject to gift tax. The trustee agreed 
to pay the gift tax on such transfers. 
The Tax Court allowed such gift tax 
payments as the trustee made to be de- 
ducted from the gross value of the gifts 
in determining the net value thereof. 
Such allowance was made on the same 
rationale the court used in permitting 
income tax payments to be deducted 
from the value of the gifts. The trusts 
provided for payment by the trustee of 
all income taxes due by the donor in 






PENNSYLVANIA: April 15—Corporate 
net income reports and payment of first 
installment of tax due.—Corporation in- 
come reports and payment of first install- 
ment of tax due. 

RHODE ISLAND: April 15—Property re- 
ports due. 


SOUTH CAROLINA: April 1—Domestic 
corporation license tax due. 

SOUTH DAKOTA: April 30—Property tax 
first installment due (last day). 


TENNESSEE: April 1—Property reports 
from public utilities.due. April 20—Prop- 
erty reports due.—Property reports from 
manufacturers due. 

TEXAS: April 30—Property reports due 
(last day). 

VERMONT: April 20—Property reports 
due (last day). 

VIRGINIA: April 15—Corporate income 
reports due. 

WASHINGTON: April 30—Property tax 
semiannual installment due. 

WEST VIRGINIA: April 1—Property re- 
ports from public service corporations 
due. April 30—Foreign corporation re- 
ports due. 

WISCONSIN: April 1—Foreign corpora- 
tion reports due (last day). April 15— 
Property reports of railroad, telegraph, 
sleeping car and express companies due. 

WYOMING: April 1—Property reports 
from pipeline companies due.—Property 
reports from public utilities due.—Prop- 
erty reports from telegraph and telephone 
companies due. 





INTERESTING TAX DEDUCTIONS FROM GIFTS IN TRUST 


her lifetime. The Tax Court held that 
the donor has retained an interest in the 
property to the extent that the trustee 
is obligated to pay her income tax dur- 
ing the remainder of her life. Such re- 
tained interest, the present worth of 
future income tax payments, should be 
deducted from the value of the gift. The 
court reasoned that the obligation of the 
trustee to pay the gift tax was also a 
retained interest of the donor. Thus, 
both income tax and gift tax payments were 
excluded from the gross value of the gift. 


The important factor is the enforce- 
able obligation on the part of the trustee 
or donee to make the income tax and 
gift tax payments. This gives rise to 
the donor’s retained interest.—Harrison, 
CCH Dec. 18,788, 17 TC —, No. 162. 
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April 15 


Federal Tax Calendar 





J.ast day for fiduciary of an estate or 
trust to file income tax return (whether 
taxable or nontaxable) for the calendar 
year 1951. Due date also for payment 
of tax for such year. However, in the 
case of the estate of a decedent the 
fiduciary may elect to pay tax in four 
equal installments, in which event the 
first installment is due on this date. 
(Regulations 111, Sections 29.53-1, 
29.56-1.) Form 1041. 


Due date for annual return of informa- 
tion required of trusts claiming chari- 
table or other deductions under Section 
162 (a) other than trust the net income 
of which must be distributed currently 
each year to the beneficiary. (Section 
153; Regulations 111, Section 29.153-2.) 
Form 1041-A. 


Due date, by general extension, of returns 
for the fiscal year ended October 31, 
1951, in the case of (1) foreign partner- 
ships, (2) foreign corporations which 
maintain offices or places of business in 
the United States, (3) domestic corpora- 
tions which transact their business and 
keep their records and books of accounts 
abroad, (4) domestic corporations whose 
principal income is from sources within 
the possessions of the United States 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Regulations 
111, Section 29.53-3(a).) Forms: (1) 
Form 1065; (2)-(4) Form 1120; (5) 
Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal years ending 
November 30, 1951, in the case of fidu- 
ciaries for estates and trusts, but not 


_ April 30 


returns of beneficiaries or other distrib- 
utees of such estates or trusts. (Regu- 
lations 111, Section 29.53-3(b).) 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for March. Form 957. 


Due date for delivery to local collector 
of internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 





Returns for excise taxes due for March. 


Forms: 726, 727, 728, 728(a), 729, 932. 


Employers’ quarterly returns and pay- 
ment (by depositary receipts or cash) 
of the following taxes for the first 
quarter of 1952: (1) employees’ tax 
withheld under Code Section 1401; (2) 
employers’ tax under Code Section 1410; 
and (3) income tax on wages with- 
held under Code Section 1622. With 
respect to such taxes for December, the 
employer may either include with his 
return (Form 941) direct remittance 
to the collector or attach to such return 
a depositary receipt for the amount 
validated by a federal reserve bank. 
Where the return on Form 941 is ac- 
companied by depositary receipts (Form 
450) showing timely deposits in full 
payment of the taxes due for the entire 
first quarter, the return may be filed 
on or before May 10. (Regulations 


116, Sections 405.601, 405.606.) 


Other Helpful, Informative CCH Magazines 


Labor Law Journal 


* Specifically designed and edited to promote sound 
thinking on labor law problems, the Labor Law 
Journal publishes incisive articles concerned with the 
intimate and complex relationship of Law, Labor, 
Government, Management, and Union. Month after 
month, the Journal brings you the serious thinking, 
the reasoned conclusions, the viewpoints, and atti- 
tudes of leaders of thought and action—on significant, 
pivotal labor law problems. 


ee, note Geis bh has issasi ie. 


Specialists in that field—from government, law, 
union, education, management —treat troublesome 
phases of labor law in factual, hard-hitting articles. 
No punches are pulled—nothing is “slanted.” Issued 
monthly; subscription rate—$6 a year. Sample copy 
on request. 


Insurance Law Journal 


* Month after month, this helpful magazine presents 
timely articles on pertinent subjects of insurance law, 
digests of recent decisions, comments on pending 
legislation, rulings of state commissioners and attor- 
neys general, and other features reflecting the chang- 
ing scene of insurance law. The Journal is edited 
exclusively for insurance law men, by insurance law 
men. Emphasis is on the insurance law fields of Life, 
Health and Accident, Fire and Casualty, Automobile, 
and Negligence. Issued monthly; subscription rate— 
$10 a year, including a handsome binder for per- 
manent filing of each monthly issue for a year. Send 
for a sample copy. 


Food Drug Cosmetic Law Journal 


* Essentially, the purpose of the Journal is to stimu- 
Food: Drug Cosmetic Law f late and facilitate the exchange of professional views 
in a highly specialized field of law. Each issue pre- 
sents signed articles—by specialists, public officials, 
and other authorities—on legal problems involved in 
the preparation, packaging, labeling, storage, and dis- 
tribution of foods, with respect to nutrition, health, 
and the general public welfare, in addition to notes on 
legislative, administrative and judicial developments. 
Issued monthly; subscription rate—$10 a year, in- 
cluding binder for year’s issues. Sample copy sent on 
request. 
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